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Dear Shareholders:

When | became CEO of AOL Time Warner in May 2002, 1 did so with a profound sense of honor at heading such an
extraordinary enterprise. Equally, | had the deep-seated belief that, though we faced significant challenges, we'd
emerge stronger than ever. Rebuilding value for shareholders and restoring trust won't be accomplished overnight,
but { am canfident that we're on the right track and that we're gaining new momentum every day.

The resources at our disposal are formidable and, in many cases, unmatched. Foremost is our array of the most
respected and successful media brands. Time Inc. is the world’s premier magazine company; and CNN, the most
trusted network. Their role in keeping the world informed has never been more obvious than in this turbulent, war-
torn time. However, they're not alone in their reputation for excellence. Whether it's Warner Bros., Turner Broadcasting,
HBO, The WB, Warner Music, New Line Cinema, Time Warner Cable or America Onling, all our businesses are at or near
the top of their categories.

We also have made progress, although not yet reflected in our stack price, against the priorities we gutlined last
year. We have continued to run our businesses as best in class. Collectively, our cable, filmed entertainment,
publishing, music and networks produced robust growth in 2002. Indeed, some of our businesses, such as filmed
entertainment, had record-breaking performances. At AOL, which remains both the #1 online brand in the world and
our greatest challenge, we brought in @ new management team and, in late autumn, announced a strategy for
improving AOUs existing service, developing a new broadband service, and building sustainable revenue streams
from advertising and premium services.

At the same time, we've moved toward our objective of simplifying our corporate structure and making it more
transparent to investars—particularly with the restructuring of the Time Warner Entertainment partnership. The,
Company has now regained fult ownership of many of our valuable content businesses, including HBO and Warner
Bros. Throughout the past year, we've guarded the integrity of our balance sheet by taking steps to carefully manage
the Company's level of debt. We've also devoted attention to rebuilding Compang morale and realigning our
compensation programs to better support our business objectives. :

The progress we've made so far is encouraging. But it's only a beginning. Much hard work is still ahead. Going
forward, | want you to know the basic principles that will guide everything we do:

1. World-Class Franchises — The integrity of our brands and the power of our franchises are the driving force
behind our financial results. We will constantly seek to improve our operations and enhance the competitive
advantage of our businesses to sustain superior financial returns.

2. Transparency and Integrity — Short-term results matter. But if they're achieved at the cost of our reputation,

they're not just worthless, but counterproductive. In all our interactions, whether with consumers, investors
or one another, we'll be direct, candid and aboveboard.
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3. . Fiscal Discipline — We believe in having a strong balance sheet to shield the Company in times of stress and
to give the Company flexibility to seize strategic opportunities. We will reduce our current debt levels to
eliminate the perception of financial risk and, going forward, we will maintain financial capacity that is
consistent with the strength of our franchises.

4. Return on Investment and Free Cash — We are managing our businesses in order to continually increase
the returns we generate on the capital we employ. We seek to drive significant growth in free
cash flow, which will be used to deliver additional returns to shareholders.

S. Collaboration — ADL Time Warner is more than a random collection of great brands and businesses. Each and
every franchise plays a role in helping people be informed, entertained and connected. Our focus is on
developing, strengthening and taking advantage of the natural overlaps to make each part stronger than it
would be alone, and the whole greater than the sum of its parts.

6. Continuous Innovation — New technologies like DVDs and digital cable, which were pioneered by our
Company, are examples of the positive impact of innovation on our bottom line. But innovation isn’t
exclusive to technology. It involves every division and business, all the new creative products and services
we develop, and how we market them to consumers. We will encourage and reward innovation across our
businesses, making it even mare integral to the way we operate.

7. People Matter Most of All — The creative power and competitive edge of our businesses reside in the intellect,
imagination and leadership skills of the people who work here. Only when we're sure that we're doing
everything possible to recruit, train and retain a true diversity of talent will our future be secure.

The year ahead will test our ability to put these principles inte practice and take the next significant steps toward
our goal of sustainable growth. I'm confident we will. Our management team is united. Qur businesses are strong and
getting stronger. Above all, the more | get to know the men and women of AOL Time Warner, the more certain | am that
they won't accept anything less than the uitimate success of our efforts.

TRAN Y

Richard 0. Parsons,
Chief Executive Officer

March 31, 2003
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COMPANY DESCRIPTION

Overview

AOL Time Warner Inc. is the world’s leading media and entertainment company. The Company was
formed in connection with the merger of America Online, Inc. and Time Warner Inc., which was
consummated on January 11, 2001 (the “Merger” or the “AOL-Time Warner Merger”). As a result of the
Merger, America Online and Time Warner each became wholly owned subsidiaries of AQL Time Warner.

The Company classifies its business interests into the following fundamental areas:

» America Online, consisting principally of interactive services, Web properties, Internet technologies
and electronic commerce services;

+ Cable, consisting principally of interests in cable television systems and high speed data services;

* Filmed Entertainment, consisting principally of interests in filmed entertainment and television
production;

» Networks, consisting principally of interests in cable television and broadcast network programming;

* Music, consisting principally of interests in recorded music, music publishing, CD and DVD
manufacturing and printing; and

s Publishing, consisting principally of interests in magazine pubhshmg, book publishing and direct
marketing.

The Company has announced that as part of its deleveraging initiatives, it is considering the sale of certain
businesses or assets, including, but not necessarily limited to, the AGL Time Warner Book Group and sports
teams. The Company cannot at this time predict which of such sales, if any, will be consummated, when any
such sales will be completed or the terms of any such sales.

TWE Partnership Restructuring

On March 31, 2003, the Company completed a restructuring of Time Warner Entertainment Company,
L.P. (“TWE”), a limited partnership formed in 1992 that had held a significant portion of the Company’s
interests in its cable, networks and filmed entertainment businesses. The TWE restructuring (the “TWE
Restructuring”) resulted in the following: (1) AOL Time Warner acquired complete ownership of TWE’s
content assets {including Warner Bros. and Home Box Office, which became separate, wholly owned
subsidiaries of the Company); (ii) all of AQOL Time Warner’s directly-owned cable television system interests
were contributed to a separate company which became a majority-owned subsidiary of AOL Time Warner
and was renamed Time Warner Cable Inc. (“TWC Inc.” or “TWC”); (iii) TWE became a subsidiary of
TWC Inc. and will continue to own the cable television system interests previously owned by it; (iv) Comcast
Corporation {“Comecast”), which had held the limited partnership interests in TWE through two trusts (the
“Comcast Trusts”), received $2.1 billion in cash and AOL Time Warner equity securities valued at
$1.5 billion; (v) a Comcast Trust also retained a 21% economic interest in the Company’s cable business,
through a 17.9% direct ownership interest in TWC Inc. (representing a 10.7% voting interest) and a limited
partnership interest in TWE representing a 4.7% residual equity interest; and (vi) AOL Time Warner retained
an overall 79% economic interest in the cable business, through an 82.1% ownership interest in TWC Inc.
(representing an 89.3% voting interest) and a partnership interest in TWE representing a 1% residual equity
interest and a $2.4 billion preferred component. Subject to market and other conditions, AOL Time Warner
expects to complete an initial public offering of a portion of TWC Inc. common stock during 2003. Following
such public offering, TWC Inc.’s ﬁnanc1al results will continue to be consolidated with those of AOL Time
Warner.




Restructuring of the T WE-Advance/Newhbuse Partnership and Road Runner

During 2002, TWE and Advance/Newhouse Partnership (“Advance/Newhouse”) completed the
restructuring of the partnership known as the Time Warner Entertainment-Advance/Newhouse Partnership
(“TWE-A/N”). As part of the TWE-A/N restructuring (the “TWE-A/N Restructuring”), cable systems
and their related assets and liabilities serving 2.1 million subscribers as of December 31, 2002 located
primarily in Florida (the “A/N Systems”), were transferred to a subsidiary of TWE-A/N. Advance/
Newhouse has authority for the supervision of the day-to-day operations of the subsidiary, subJect to some
exceptions requiring action by unanimous consent, and TWE will continue to exercise various management
functions, including oversight of programming and certain engineering-related services. ACL Time Warner
has deconsolidated the financial position and operating results of the A/N Systems for all periods. Under the
new TWE-A/N Partnership Agreement, effective August 1, 2002, Advance/Newhouse’s interest in TWE-
A/N tracks only the economic performance of the A/N Systems, while AGL Time Warner retains the
economic interests and associated liabilities in the remaining TWE-A/N cable systems.

Also, in connection with the TWE-A/N Restructuring, AOL Time Warner effectively acquired
Advance/Newhouse’s 17% interest in Road Runner, a high speed cable modem Internet service provider,
thereby increasing the Company’s ownership to approximately 82% on a fully attributed basis. As a result of
the termination of Advance/Newhouse’s minority rights in Road Runner, the Company has consolidated the
financial position and results of operations of Road Runner with the financial position and results of operations
of the Company’s Cable segment, effective January 1, 2002.

Businesses

America Online

America Online, Inc., a wholly owned subsidiary of the Company based in Dulles, Virginia, is the world’s
leader in interactive services, Web brands, Internet technologies and electronic commerce services. America
Online’s operations include: two worldwide Internet services, the AOL service, with over 35 million members
worldwide (including 6.4 million in Europe) at December 31, 2002, and the CompuServe service; AGCL for
Broadband; America Online’s music properties such as AOL Music Channel and Winamp; premium services
such as MusicNet, AGLbyPhone and AOL Call Alert; “AOL Mobile” services that deliver a variety of the
AQOL service’s features and content to users of wireless devices, such as mobile phones, PDAs, and other
handheld devices; and America Online’s Web properties, such as AOL Instant Messenger, ICQ, Moviefone,
MapQuest and Netscape. The ACL for Broadband service is available to members connecting through a high-
speed broadband technology such as cable or digital services lines (DSL), either through a bundled service or
through a “Bring Your Own Access” program. AQL for Broadband provides expanded multimedia content,
including streaming music, CD-quality radio and other audio, full-motion video, streaming news clips, movie
trailers, games and online catalogue shopping features. As part of its business strategy, ACL is focusing on
developing a broadband product with differentiated and exclusive content. As of December 31, 2002, the ACL
for Broadband service was available on the Time Warner Cable system in the cable company’s 39 largest
divisions. AOL also reached an agreement with Comcast in 2002 to offer ACL for Broadband to Comcast
cable users in certain geographic areas beginning in 2003. ‘

Cable

The Company’s Cable business consists principally of interests in cable television systems that provide
video programming and high' speed data services to customers under the name Time Warner Cable. Time
Warner Cable is the second largest operator of cable television systems in the U.S. As of December 31, 2002,
cable systems owned or managed by Time Warner Cable passed approximately 18.5 million homes, and
prowded basic cable service to 10.9 million subscribers and high speed data services to 2.5 million residential
and commercial subscribers. Of the 10.9 million basic subscribers at December 31, 2002, 1.7 million are in
systems that, following the TWE Restructuring, are owned by TWC Inc. directly or through wholly owned
subsidiaries and 9.2 million are in systems that are owned or managed by TWE. Time Warner Cable oversees
the management of, and retains the economic interests and associated liabilities in, the cable systems owned
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by TWE-A/N, other than the A/N Systems, for which Advance/Newhouse has authority for overall
supervision of the operations, policies and decisions of the subsidiary, subject to some exceptions. Time
Warner Cable’s cable systems include systems serving 1.2 million subscribers that are part of Texas Cable
Partners (“TCP”), a 50-50 joint venture between Comcast and TWE-A/N, and systems serving 306,000
subscribers that are part of Kansas City Cable Partners (“KCCP”), a 50-50 joint venture between Comcast
and TWE. TWE receives a fee for managing the TCP and KCCP gystems.

Time Warner Cable operates large, highly clustered and technologically advanced cable systems. As of
December 31, 2002, more than 73% of its subscribers were in geographic clusters serving more than 300,000
subscribers, and approximately 99% of its cable systems were capable of carrying two-way broadband services,
with approximately 97% having been upgraded to 750MHz or higher. Time Warner Cable is an industry
leader in developing and rolling-out new products and services, such as video-on-demand, subscription video-
on-demand, high-definition television, home networking and set-top boxes with integrated digital video
recorders. As of December 31, 2002, Time Warner Cable had more than 3.7 million digital service
subscribers, who receive significantly expanded cable network options, CD-quality audio music services, more
pay-per-view choices, more channels of multiplexed premium services and other features. As of December 31,
2002, Time Warner Cable offered video on demand services, which enable digital subscribers to instantane-
ously purchase movies and other programming, and to utilize VCR-like functions (such as pause, rewind and
fast-forward) while watching these programs, in 32 of its 34 divisions. During 2002, Time Warner Cable
introduced subscription video on demand, which provides digital customers the ability to view an array of
content associated with a particular content provider, in 29 of its 34 divisions. Time Warner Cable operates,
alone or in partnerships, 24-hour local news channels in New York City (NY1 News), Albany, NY (News 9
Albany), Rochester, NY (R/News), Charlotte and Raleigh, NC (Carolina News 14), Austin {News 8§
Austin) and Houston, TX (News 24 Houston). Preparatlons are underway to launch news channels in San
Antonio, TX and Syracuse, NY.

Time Warner Cable’s residential customers can choose from a variety of ISPs, including the Company’s
Road Runner and AOL for Broadband services. Time Warner Cable offers its Road Runner branded, high
speed data service to both residential and commercial customers.

Filmed Entertainment

The Company’s Filmed Entertainment businesses produce and distribute theatrical motion pictures,
television shows, animation and other programming, distribute home video product and license rights to the
Company’s programs and characters. All of the foregoing businesses are principally conducted by Warner
Bros., which became a wholly owned subsidiary following the TWE Restructuring known as Warner Bros.
Entertainment Inc. (“Warner Bros.”). Warner Bros. Pictures produces feature films both wholly on its own
and under co-financing arrangements with others, and also distributes completed films produced and financed
by others. Warner Bros. Pictures’ strategy focuses on offering a diverse slate of films with a mix of genres,
talent and budgets that includes four to six “event” movies per year. During 2002, Warner Bros. Pictures
released a total of 26 original motion pictures for theatrical exhibition, of which 6 were wholly financed by
Warner Bros. Pictures and 20 were financed with or by others. A total of 25 motion pictures are currently
slated to be released during 2003, of which 7 are wholly financed by Warner Bros. Pictures and 18 financed
with or by others. The Filmed Entertainment businesses also include New Line Cinema Corporation (“New
Line”), a wholly owned subsidiary through Turner Broadcasting System, Inc. (“TBS™), as well as the Turner
classic film and animation libraries. New Line is a leading independent producer and distributor of theatrical
motion pictures with two film divisions, New Line Cinema and Fine Line Features. New Line releases a
diversified slate of films with an emphasis on building and leveraging franchises. During 2002, New Line
released The Lord of the Rings: The Two Towers, the second installment in The Lord of the Rings trilogy, and
Austin Powers in Goldmember, the third Austin Powers film, as well as 13 other films. A total of 16 motion
pictures are currently slated for theatrical release by New Line during 2003, including the third installment in
The Lord of the Rings trilogy.




Warner Home Video distributes for home video use DVDs and videocassettes containing filmed
entertainment product produced or otherwise acquired by Warner Bros. Pictures, Castle Rock, New Line,
Home Box Office, TBS and WarnerVision, as well as other companies’ product for which it has acquired the
rights. WHYV released 25 titles on DVD and videocassette in the U.S. in 2002 that generated sales of more
than one million units each. Since inception of the DVD format, WHYV has released over 1,500 DVD titles in
the U.S. and international markets, led by worldwide sales of Harry Potter and the Sorcerer’s Stone, which has
sold 23 million DVD units.

Warner Bros. is one of the world’s leading suppliers of television programming, distributing programming
in more than 173 countries and in more than 40 languages. Warner Bros. both develops and produces new
television series, made-for-television movies, mini-series, reality-based entertainment shows and animation
programs and also distributes television programming for exhibition on all media. During the 2002-03 season,
WBTYV produced hits such as Smallville, Gilmore Girls and Everwood for The WB Network and £R, Friends,
The West Wing, The Drew Carey Show, George Lopez, Third Watch and Without a Trace. Telepictures has
primetime hits The Bachelor and The Bachelorette as well as first-run syndication staples such as Extra.
Warner Bros. Animation is responsible for the creation, development and production of contemporary
television and feature film animation, as well as for the creative use and production of classic animated
characters from the Warner Bros., TBS and DC Comics libraries, including Looney Tunes and the Hanna-
Barbera libraries, The distribution library owned or managed by Warner Bros. currently has more than 6,500
feature films, approximately 38,000 television titles, and 14,000 animated titles (including 1,500 classic
animated shorts).

Nerworks

The Company’s Networks business consists principally of domestic and international basic cable
networks, pay television programming services, a broadcast television network, and sports franchises. The
basic cable networks owned by TBS, a wholly owned subsidiary, constitute the principal component of the
Company’s basic cable networks. TBS’s entertainment networks include two general entertainment networks,
TBS Superstation, with approximately 88.2 million subscribers in the U.S. as of December 31, 2002, and
TNT, with approximately 86.6 million subscribers in the U.S. as of December 31, 2002; as well as Cartoon
Network, with approximately 82.5 million subscribers in the U.S. as of December 31, 2002; and Turner
Classic Movies, a commercial-free network that presents classic films from TBS’s MGM, RKO and pre-1950
Warner Bros. film libraries, among others, which had approximately 63.9 million subscribers in the U.S. as of
December 31, 2002. Other networks include Turner South, a regional entertainment network featuring movies
and sitcoms from the Turner library and regional news and sports events targeted to viewers in the Southeast,
and Boomerang, a digital network featuring classic cartoons. TBS’s CNN network, a 24-hour per day cable
television news service, had more than 86.7 million subscribers in the U.S. as of December 31, 2002. Together
with CNN International, CNN reached more than 250 million locations in over 200 countries and territories
as of December 31, 2002. CNN also has Headline News, which provides updated half-hour newscasts
throughout each day, and CNNIfn, featuring business and consumer news. In addition to its cable networks,
TBS manages various advertiser-supported Internet sites. The CNN News Group has multiple sites, such as
CNN.com and allpolitics.com, which are operated by CNN Interactive. TBS also operates the NASCAR
Website, NASCAR.com, pursuant to an agreement with NASCAR through 2006. In 2002, TBS acquired the
right to operate the PGA’s Website, PGA.com, pursuant to an agreement with PGA through 2011.
CartoonNetwork.com is a popular advertiser-supported site for children ages two to eleven. TBS owns the
Atlanta Braves of Major League Baseball, the Atlanta Hawks of the National Basketball Association, and the
Atlanta Thrashers of the National Hockey League. TBS has acquired programming rights from the National
Basketball Association to televise a certain number of regular season and playoff games on TBS networks
through the 2007-08 season. TBS Superstation also televises a certain number of baseball games of the
Atlanta Braves. Through a joint venture with NBC, TBS also has rights to televise certain NASCAR Winston
Cup and Busch Series races through 2006.

Pay television programming consists of the multichannel HBO, the nation’s most widely distributed pay
television service, and Cinemax pay television programming -services operated by the Home Box Office
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division of TWE. Upon the completion of the TWE Restructuring; Home Box Office became a wholly owned
subsidiary of the Company. HBO, together with its sister service, Cinemax, had approximately 39 million
subscriptions as of December 31, 2002. A major portion of the programming on HBO and Cinemax consists of
recently released, uncut and uncensored theatrical motion pictures. HBO also defines itself by the exhibition
of award-winning original movies and mini-series, dramatic and comedy series, such as The Sopranos, Sex and
the City, and Six Feet Under and boxing mafches, sports documeéntaries and sports news programs, as well as
concerts, comedy specials, family programming and documentaries. HBO received 24 Primetime Emmy
Awards® in 2002 in a variety of categories, including Best Miniseries, Best Made for Television Movie and
Best Directing for both Drama and Comedy Series. Home Box Office has also increased its involvement in the
financing and production of theatrical motion pictures, 1nc1ud1ng the surprise, hit My Big Fat Greek Wedding
and the cntlcally praised Real Women Have Curves. A division of Home Box Office produces Everybody
Loves Raymond, now in its seventh season on CBS and its first syndication cycle. Home Box Office also
develops and produces programming for other networks. HBO Sports operates HBO Pay-Per-View, an entity
that distributes pay-per-view prize fights and other pay-per-view events and HBO Video distributes
videocassettes and DVDs of a number of HBO’s original movies, miniseries and dramatic and comedy series,
including Band of Brothers, The Sopranos and Sex and the City.

The WB Television Network (“The WB™), a broadcast television network, provides a national group of
affiliated television stations with 13 hours of prime time plus 2 additional hours of Sunday access programming
during six days of the week (Sunday through Friday). The WB’s programming is primarily aimed at teens and
young adults. The network’s line-up of programs includes established series such as 7th Heaven, Everwood,
Dawson's Creek, Charmed, Reba, Smallville and Gilmore Girls. As of December 31, 2002, Kids’ WB!, a
programming service for young viewers, presented 14 hours of animated programming per week, including Yu-
Gih-0Oh and Pokemon. Tribune Broadcasting owns a 22.25% interest in The WB. Upon completion of the
TWE Restructuring, the Companys interest in The WB became wholly owned by a subsidiary of the
Company.

. Following the completion of the TWE Restructuring, a wholly owned subsidiary of the Company has a
50% interest in two advertiser-supported basic cable television services, Comedy Central, which provides
comedy programming, and Court TV, whose programming aims to provide an informative and entertaining
view of the American system of justice.

Music

The Company’s worldwide recorded music, music publishing, CD and DVD manufacturing and printing
businesses are conducted under the umbrella name, Warner Music Group (“WMG”), a wholly owned
subsidiary of the Company. In the U.S., the Company’s recorded music business is principally conducted
through WMG’s Warner Bros. Records Inc., Atlantic Recording Corporation, Elektra Entertainment Group
Inc. and Word Entertainment (a Christian music company) and their affiliated labels, as well as through the
WEA Inc. companies. Among the artists that resulted in significant U.S. sales for WMG during 2002 were:
Josh Groban, Enya, Kid Rock, Faith Hill, Red Hot Chili Peppers, Linkin Park, Missy Elliott, P.O.D.,
Michelle Branch and Nappy Roots. WMG’s recorded music activities are also conducted through its Warner
Music International (“WMI”) division in over 70 countries outside the U.S. through various subsidiaries,
affiliates and non-affiliated licensees. Significant album sales for WMI in 2002 were generated by the following
artists and soundtracks: Alanis Morissette, Linkin Park, David Gray, Phil Collins, Laura Pausini, Mana, Rip
Slyme, Red Hot Chili Peppers and The Lord of the Rings.

The WEA Inc. companies include WEA Manufacturing Inc., which manufactures compact discs (CDs),
CD-ROMs and DVDs principally for WMG’s record labels and Wamer Home Video, but also for other
outside companies; Ivy Hill Corporation, which produces printed material and packaging for WMG’s recorded
music products as well as for a wide variety of other consumer products; and Warner-Elektra-Atlantic
Corporation (“WEA Corp.”), which markets and distributes: WMG’s and third-party recorded music
products to retailers and wholesale distributors. WMG also owns a majority interest in Alternative Distribu-
tion Alliance, an independent distribution company specializing in alternative rock, metal, hip hop and dance
music with a focus on new or developing artists. Product is also increasingly being sold directly to consumers
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through Internet retailers such as Amazon.com. Sales by WMG labels, as well as by the music industry
generally, have been adversely affected by piracy and parallel imports and also by Internet sites and
technologies that allow consumers to download quahty sound reproductions from the Internet without
authorization from the rights owner.

WMG his continued to actively pursue new media opportunities and to license new business models in
the digital arena. In 2001, Bertelsmann and EMI joined WMG and RealNetworks as shareholders in
MusicNet, an online subscription music distribution platform that functions as a wholesaler and is imple-
mented by online services that interface with individual consumers. As of November 2002, MusicNet had
obtained licenses from all five major music companies, enabling it to offer a broad musical repertoire. In
addition to the subscription service licenses granted by WMG in 2001 to Echo Networks, MusicNet, D2 and
Listen.com, in 2002 WMG entered into subscription service licenses with FullAudio, Streamwaves.com and
pressplay. WMG has also been a driving force in establishing the DVD Audio format, launched in fall 2000,
which improves on the CD by providing higher fidelity and six-channel surround sound. As of the end of 2002,
WMG has released more than 80 titles in this format. '

WMG’s music publishing division, Warner/Chappell, owns or controls the rights to more than one
million musical compositions, including numerous pop music hits, American standards, folk songs and motion
picture and theatrical compositions. Warner/Chappell also owns Warner Bros. Publications, one of the world’s
largest publishers of printed music.

Publishing

The Company’s Publishing business is conducted primarily by Time Inc., a wholly owned subsidiary of
the Company, either directly or through its.subsidiaries. Time Inc. is one of the world’s leading magazine and
book publishers and is among the largest direct marketers. ‘As of March 1, 2003, Time Inc. published 133
magazines, including Time, People, Sports Hllustrated, Entertainment Weekly, Southern Living, In Style,
Fortune and Money. These magazines generally appeal to the broad consumer market. The Publishing division
significantly expanded its international reach with the 2001 acquisition of IPC Group Limited, the U.K.’s
leading consumer magazine publisher which currently publishes 77 magazines and numerous special issues
and guides, largely focused in the television, women’s, home and garden, leisure and men’s lifestyle categories.
Its titles include What's on TV, TV Times, Woman, Marie Claire, Homes & Gardens and Horse & Hound.
Through Southern Progress Corporation and other subsidiaries, Time Inc. publishes several regional
magazines including Southern Living and Sunset, and several specialty publishing titles, including Cooking
Light and Health. In 2000, Time Inc. acquired. Times Mirror Magazines, which has since been renamed
Time4 Media, publisher of 22 popular participatory sport and outdoor publications such as Golf, Ski, Skiing,
Field & Stream and Yachting, as well as Popular Science. Through various subsidiaries, Time Inc. publishes
Parenting magazine and This Old House magazine and also produces the This Old House and Ask This Old
House television series. Time Inc. also has management responsibility for most of the American Express
Publishing Corporation’s operations, including its core lifestyle magazines Travel & Leisure, Food & Wine and
Departures. Time Inc. has a 49% equity stake in Essence Communications Partners, the publisher of Essence,
the premiere magazine for African-American women.

In 2002, Time Inc. magazines accounted for approximately 25.1% of the total U.S. advertising revenue in
consumer magazines, as measured by the Publishers Information Bureau (PIB). People, Sports lllustrated
and Time were ranked 1, 2 and 3, respectively, by PIB, and Time Inc. had 8 of the 30 leading magazines in
terms of advertising dollars. Circulation drives the advertising rate base, which is the guaranteed minimum
paid circulation level on which advertising rates are determined. Time Inc.’s magazines are primarily sold by
subscription and delivered to subscribers through the mail, other than IPC titles which are primarily sold at
newsstand. Subscriptions are sold through direct mail and online solicitation, subscription sales agents,
marketing agreements with other companies and insert cards in Time Inc. magazines and other publications.
In 2001, Time Inc. acquired a majority interest in Synapse Group, Inc. (“Synapse”), a leading magazine
subscription agent in the U.S. Synapse sells magazine subscriptions principally through marketing relation-
ships with credit card issuers, consumer catalog companies, commercial airlines with frequent flier programs
and Internet businesses. :
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Through subsidiaries and affiliates, Time Inc. conducts worldwide direct marketing businesses. Time Life
Inc. is among the nation’s largest direct marketers of entertainment products such as music and videos.
Synapse is also a direct marketer of consumer products, including software and other merchandise. In 2000,
Book-of-the-Month Club, Inc. (“BOMC”) formed a 50-50 joint venture with Bertelsmann AG’s Doubleday
book clubs business to operate the U.S. book clubs of BOMC and Doubleday jointly. Southern Living at
Home, the direct selling division of Southern Progress Corporation, was launched in January 2001, and
specializes in home décor products sold through independent consultants at parties hosted in people’s homes
in the U.S. '

Time Inc.’s trade book publishing opérations are conducted primarily by the AOL Time Warner Book
Group Inc. through its three major publishing houses, Warner Books, Little, Brown and Company, and Time
Warner Books UK. During 2002, the AOL Time Warner Book Group placed 56 books on The New York
Times best-seller lists, including The Lovely Bones by Alice Sebold, One Nation by the Editors of Life
Magazine, Rich Dad, Poor Dad by Robert Kiyosaki, and new releases from many of its major recurring
bestselling authors, such as James Patterson, Nicholas Sparks and David Baldacci. Oxmoor House, Inc.,
Leisure Arts, Inc. and Sunset Books publish and distribute a variety of how-to books for the cooking, home
repair, gardening, craft, needlework, decorating and travel markets.

Employees

At December 31, 2002, the businesses of AOL Time Warﬂér employed a total of approximately 91,250
persons, including approximately 31,200 persons employed by TWE.

Available Information and Website

The Company’s ‘annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on
Form 8-K and any amendments to such reports filed with or furnished to the Securities and Exchange
Commission (SEC) pursuant to Sections 13(a) or 15(d) of the Securities Exchange Act are available free of
charge on the Company’s Website at www.aoltimewarner.com as soon as reasonably practicable after
electronically filing such reports with the SEC. )
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INTRODUCTION

- Management’s discussion and analysis of results of operations and financial condition (“MD&A”) is
provided as a supplement to the accompanying consolidated financial statements and footnotes to help provide

ACL TIME WARNER INC. :
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION

an understanding of AGL Time Warner Inc.’s (“AOL Time Warner” or the “Company”’) financial condition,
changes in financial condition and results of operations. The MD&A is organized as follows:

®

Overview. This section provides a general description of ACL Time Warner’s businesses, as well as
recent developments that have either occurred during 2002 or early 2003 that the Company believes
are important in understanding the results of operations, as well as to anticipate future trends in those
operations. In addition, this section also includes a description of the status of the investigations being
conducted by the Securities and Exchange Commission (“SEC”) and Department of Justice
(“D0J”) into the financial reporting and disclosure practices of the Company.

Results of operations. This section provides an analysis of the Company’s results of operations for all
three years presented in-the accompanying consolidated statement of operations. This analysis is
presented on both a consolidated and segment basis. In addition, a brief description is provided of
significant transactions and events that impact the comparability of the results being analyzed.

Financial condition and liquidity. This section provides an analysis of the Company’s cash flows, as
well as a discussion of the Company’s outstanding debt and commitments, both firm and contingent,
that existed as of December 31, 2002. Included in the discussion of outstanding debt is a discussion of
the amount of financial capacity available to fund the Company’s future commitments, as well as a
discussion of other financing arrangements.

Market risk management. This section discusses how the Company manages exposure to potential
loss arising from adverse changes in interest rates, foreign currency exchange rates and changes in the
market value of investments.

Critical accounting policies. This section discusses those accounting policies that both are considered
important to the Company’s financial condition and results, and require significant judgment and
estimates on the part of management in their application. In addition, all of the Company’s significant
accounting policies, including the critical accounting policies, are summarized in Note 1 to the
accomparying consolidated financial statements.

Risk factors and caution concerning forward-looking statements. This section provides a description of
risk factors that could adversely affect the operations, business or financial results of the Company or
its business segments and how certain forward-looking statements made by the Company in this report, .
including throughout MD&A and in the consolidated financial statements, are based on management’s
current expectations about future events and are inherently susceptible to uncertainty and changes in
circumstances. ‘

OVERVIEW
Description of Business

AOL Time Warner is the world’s leading media and entertainment company. The Company was formed
in connection with the merger of America Online, Inc. (“America Online”) and Time Warner Inc. (“Time
Warner”), which was consummated on January 11, 2001 (the “Merger”). As a result of the Merger, America
Online and Time Warner each became a wholly owned subsidiary of AOL Time Warner.

AOL Time Warner classifies its business interests into six fundamental areas: 40L, consisting principally
of interactive services, Web properties, Internet technologies and electronic commerce services; Cable,
consisting principally of interests in cable television systems; Filmed Entertainment, consisting principally of
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interests in filmed entertainment and television production; Networks, consisting principally of interests in
cable television and broadcast network programming; Music, consisting principally of interests in recorded
music, music publishing and CD and DVD manufacturing; and Publishing, consisting principally of interests
in magazine publishing, book publishing and direct marketing.

Use of EBITDA

AOL Time Warner evaluates operating performance based on several factors, including its primary
financial measure of operating income (loss) before non-cash depreciation of tangible assets, amortization of
intangible assets and impairment write-downs related to goodwill and intangible assets (“EBITDA”). AOL
Time Warner considers EBITDA an important indicator of the operational strength and performance of its
businesses, including the ability to provide cash flows to service debt and fund capital expenditures. In
addition, EBITDA eliminates the uneven effect across all business segments of considerable amounts of non-
cash depreciation of tangible assets and amortization of intangible assets recognized in business combinations
accounted for by the purchase method. As such, the following comparative discussion of the results of
operations of AOL Time Warner includes, among other factors, an analysis of changes in EBITDA. However,
EBITDA should be considered in addition to, not as a substitute for, operating income (loss), net income
(loss) and other measures of financial performance reported in accordance with accounting principles
generally accepted in the U.S. In addition, EBITDA should not be used as a substitute for the Company’s
various cash flow measures (e.g., operating cash flow and free cash flow), which are discussed in detail under
“Financial Condition and Liquidity.”

Recent Developments
Update on SEC and DOJ Investigations

The Company has previously disclosed that the SEC and the DOJ are conducting investigations into
accounting and disclosure practices of the Company. Those investigations have focused on transactions
involving the Company’s America Online unit that were entered into after July 1, 1999.

In its quarterly report on Form 10-Q for the quarter ended June 30, 2002 (filed August 14, 2002, the
“June 2002 Form 10-Q”), the Company disclosed that it had recently discovered information that provided a
basis to reexamine the accounting for three transactions totaling $49 million in advertising revenue at the
Company’s America Online unit. Each of those transactions was a multi-element transaction. A multi-
element transaction is one in which, at the same time or within a relatively short period of time, a third party
agreed to purchase advertising from America Online and America Online agreed to purchase goods or services
from the third party, make an equity investment in the third party, settle a pre-existing dispute with the third
party, or exchange other consideration with the third party.

The information discovered in August 2002 did not call into question whether the advertisements
purchased by the third party had in fact been run by America Online, nor did the information call into
question whether America Online had in fact received payment associated with the advertisements that were
run. Rather, in each case, the information discovered in August 2002 was specific evidence related to the
negotiating history of the transaction that called into question whether each element of the multi-element
transaction was supported as a separate exchange of fair value. In accounting for such multi-element
transactions, it is the policy of the Company (consistent with generally accepted accounting principles) to
recognize revenue in the full amount of advertising purchased by the third party only to the extent that both
elements of the transaction (both the advertising purchase and the other element) are supportable as a
separate exchange of fair value.

After discovering such information, the Company commenced an internal review under the direction of
the Company’s Chief Financial Officer into advertising transactions at the America Online unit (“CFO
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review”). As a result of the CFO review, the Company announced on October 23, 2002 that it intended to
adjust the accounting for certain transactions. The adjustment had an aggregate impact of reducing the
advertising and commerce revenues of the Company during the period from the third quarter of 2000 through
the second quartzr of 2002 by $190 million. At that time, the Company announced that it did not then
anticipate that its CFO review would lead to any further restatement by the Company but disclosed that it
could not predict the outcome of the separate SEC and DOJ investigations. Since that announcement in
October 2002, there have been a number of developments relevant to these matters:

First, on January 28, 2003, the Company filed amendments to its Annual Report on Form 10-K/A for the
year ended December 31, 2001, its quarterly report on Form 10-Q for the quarter ended, March 31, 2002 and
June 2002 Form 10-Q that included restated financial statements reflecting the adjustments announced on
October 23, 2002.

Second, the Company has continued its CFO review of advertising transactions at the Company’s
America Online unit. Based on that review, the Company has not, to date, determined to make any further
restatement.

Third, as part of the Company’s ongoing discussions with the SEC, the staff of the SEC recently
informed the Company that, based on information provided to the SEC by the Company, it was the
preliminary view of the SEC staff that the Company’s accounting for two related transactions between
America Online and Bertelsmann, A.G. should be adjusted. Pursuant to a March 2000 agreement between the
parties, Bertelsmann had the right at two separate times to put a portion of its interest in AQL Europe to the
Company (80% in January 2002 and the remaining 20% in July 2002) at a price established by the March
2000 agreement. The Company also had the right to exercise a call of Bertelsmann’s interests in AQL Europe
at a higher price. Pursuant to the March 2000 agreement, once Bertelsmann exercised its put rights, the
Company had the option, at its discretion up to the day before the closing date, to pay the previously-
established put price to Bertelsmann either in cash or in Company stock or a combination thereof. In the event
the Company elected to use stock, the Company was required to deliver stock in a value equal to the amount
of the put price determined based on the average of the closing price for the 30 trading days ending 13 trading
days before the closing of the put transaction.

Prior to the end of March 2001, the Company and Bertelsmann began negotiations regarding
Bertelsmann’s desire to be paid for some or all of its interests in AOL Europe in cash, rather than in Company
stock. During the negotiations throughout 2001, the Company sought to persuade Bertelsmann that a
contractual amendment guaranteeing Bertelsmann cash for its interests in AQOL Europe had significant value
to Bertelsmann (in an estimated range of approximately $400-800 million}, and that in exchange for agreeing
to such an amendment, the Company wanted Bertelsmann to extend and/or expand its relationship with the
Company as a significant purchaser of advertising. Because, for business reasons, the Company intended to
settle in cash, the Company viewed it as essentially costless to forego the option to settle with Bertelsmann in
stock. By agreeing to settle in cash, the Company also made it more likely that Bertelsmann would exercise its
put rights, which were $1.5 billion less expensive than the Company’s call option.

In separate agreements executed in March and December of 2001, the Company agreed to settle the put
transactions under the March 2000 agreement in cash rather than in stock, without any change to the put price
previously established in the March 2000 agreement. Contemporaneously with the agreements to pay in cash,
Bertelsmann agreed to purchase additional advertising from the Company of $125 million and $275 million,
respectively. The amount of advertising purchased by Bertelsmann pursuant to these two transactions was
recognized by the Company as these advertisements were run (almost entirely at the America Online unit)
during the period from the first quarter of 2001 through the fourth quarter of 2002. Advertising revenues
recognized by the Company totaled $16.3 million, $65.5 million, $39.8 million and $0.5 million, respectively,
for the four quarters ending December 31, 2001, and $80.3 million, $84.4 million, $51.6 million and
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$58.0 million, respectively, for the four quarters ending December 31, 2002. (The remaining approximately
$3.6 million is expected to be recognized by the Company during 2003.) These two Bertelsmann transactions
are collectively the largest multi-element advertising transactions entered into by America Online during the
period under review.

Although the advertisements purchased by Bertelsmann in these transactions were in fact run, the SEC
staff has expressed to the Company its preliminary view that at least some portion of the revenue recognized
by the Company for that advertising should have been treated as a reduction in the purchase price paid by the
Company to Bertelsmann rather than as advertising revenue. The Company subsequently provided the SEC a
writtén explanation of the basis for the Company’s accounting for these transactions and the reasons why, to
date, both the Company and its auditors continue to believe that these transactions have been accounted for
correctly. The Company is engaged in ongoing discussions with the SEC staff on this matter.

The SEC staff has also informed the Company that it is continuing to investigate a range of other
transactions principally involving the America Online unit. The Company intends to continue its efforts to
cooperate with both the SEC and the DOJ investigations to resolve these matters. The Company may not
currently have access to all relevant information that may come to light in these investigations. It is not yet
possible to predict the outcome of these investigations, but it is possible that further restatement of the
Company’s financial statements may be necessary.

Investment in Time Warner Entertalnment Company, L.P.

A majority of AOL Time Warner’s interests in the Filmed Entertainment and Cable segments, and a
portion of its interests in the Networks segment, are held through Time Warner Entertainment Company, L.P,
(“TWE?”). Prior to the change in ownership relating to the exercise of an option held by AT&T Corp.
(“AT&T”) which is discussed below, AOL Time Warner owned general and limited partnership interests in
TWE consisting of 74.49% of the pro rata priority capital (“Series A Capital”) and residual equity capital
(“Residual Capital™), and 100% of the junior priority capital (“Series B Capital”). The remaining 25.51%
limited partnership interests in the Series A Capital and Residual Capital of TWE were held by subsidiaries of
AT&T.

During the second quarter of 2002, AT&T exercised a one-time option to increase its ownership in the
Series A Capital and Residual Capital of TWE. As a result, on May 31, 2002, AT&T’s interest in the Series A
Capital and Residual Capital of TWE increased by approximately 2.13% to approximately 27.64% and AOL
Time Warner’s corresponding interest in the Series. A Capital and Residual Capital of TWE decreased by -
approximately 2.13% to approximately 72.36%. In accordance with Staff Accounting Bulletin No. 51,
“Accounting for Sales of Stock of a Subsidiary”, AOL Time Warner has reflected the pretax impact of the
dilution of its interest in TWE of approximately $690 million as an adjustment to paid-in capital {Note 6). In
addition, AT&T’s interest in TWE was acquired by Comcast Corp. (“Comcast”) upon consummation of the
merger of Comcast and AT&T’s broadband businesses in November 2002,

In August 2002, AOL Tlme Warner and AT&T announced that they had agreed to restructure TWE,
The restructuring is expected to be completed on March 31, 2003. The TWE restructuring will result in the
following; (i) ACL Time Warner will acquire complete ownership of TWE's content assets (including
Warner Bros. and Home Box Office, which will become separate, wholly owned subsidiaries of the Company);
(i1) all of ACOL Time Warner’s directly-owned cable television system interests will be contributed to a
separate company which will become a majority-owned subsidiary of AOL Time Warner and will be renamed
Time Warner Cable Inc. (“TWC Inc.”); (iii) TWE will become a subsidiary of TWC Inc. and will continue
to own the cable television system interests it previously owned; (iv) Comcast will receive $2.1 billion in cash,
which the Company anticipates will be funded through a new credit facility at TWC Inc. that has not yet been
established, and ACL Time Warner equity securities valued at $1.5 billion; (v) a Comcast Trust will also
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retain a 21% economic interest in the Company’s cable business, through a 17.9% direct ownership interest in
TWC Inc. (representing a 10.7% voting interest) and a.limited partnership interest in TWE representing a
4.7% residual equity interest; and (vi) ACL Time Warner will retain an overall 79% economic interest in the
cable business, through an 82.1% ownership interest in TWC Inc. (representing an 89.3% voting interest) and
a partnership interest in TWE representing a 1% residual equity interest and a $2.4 billion preferred
component.

Based upon its 89.3% -controlling voting interest in TWC Inc., AOL Time Warner will consolidate the
results of TWC Inc. for accounting purposes. At the closing of the restructuring, it is anticipated that TWC
Inc. will have approximately $8.1 billion in consolidated net debt and preferred equity, including the
$2.4 billion preferred interest held by AOL Time Warner. Subject to market and other conditions, AOL Time
Warner expects to complete an initial public offering of TWC Inc. common stock during 2003. it is
anticipated that the first $2.1 billion of net proceeds raised in any such offering would be used to pay off TWC
Inc. debt incurred to fund the $2.1 billion cash payment to Comcast. Thereafter, Comcast will have certain
priority registration rights with respect to its stake in TWC Inc. (Note 6).

Restructuring of the TWE-Advance/Newhouse and Road Runner Partnerships

Prior to August 1, 2002, the TWE-Advance/Newhouse Partnership (“TWE-A/N”) was owned
approximately 64.8% by TWE, the managing partner, 33.3% by the Advance/Newhouse Partnership
(“Advance/Newhouse”) and 1.9% indirectly by AOL Time Warner. The financial position and operating
results of TWE-A/N were consolidated by AOL Time Warner and TWE, and the partnership interest owned
by Advance/Newhouse was reflected in the consolidated financial statements of AOL Time Warner and TWE
as minority interest: In addition, prior to August 1, 2002, Road Runner, a high-speed cable modem Internet
service provider, was owned by TWI Cable Inc. (a wholly owned subsidiary of AQL Time Warner), TWE and
TWE-A/N, with AOL Time Warner owning approximately 65% on a fully attributed basis (i.e., after
considering the portion attributable to the minority partners of TWE and TWE-A/N). AQCL Time Warner’s
interest in Road Runner was accounted for using the equity method of accountlng because of certain approval
rights held by Advance/Newhouse.

On June 24, 2002, TWE and Advance/Newhouse agreed to restructure TWE-A/N, which, on August 1,
2002 (the “Debt Closing Date”), resulted in Advance/Newhouse assuming responsibility for the day-to-day
operations of certain TWE-A/N cable systems serving approximately 2.1 million subscribers located primarily
in Florida (the “Advance/Newhouse Systems”). On the Debt Closing Date, Advance/Newhouse and its
- affiliates arranged for a new credit facility, which is independent of and not guaranteed by ACL Time Warner,
to support the Advance/Newhouse Systems and assumed and repaid approximately $780 million of
TWE-A/N’s senior indebtedness. As of the Debt Closing Date, Advance/Newhouse assumed responsibility
- for the day-to-day operations of the Advance/Newhouse Systems. As a resuit, ACGL Time Warner and TWE
have deconsolidated the financial position and operating results of these systems. Additionally, all prior period
results associated with the Advance/Newhouse Systems, including the historical minority interest allocated to
Advance/Newhouse’s interest in TWE-A/N, have been reflected as a discontinued operation for all periods
presented. Under the new TWE-A/N Partnership Agreement, effective as of the Debt Closing Date,
Advance/Newhouse’s partnership interest tracks only the economic performance of the Advance/Newhouse
Systems, including associated liabilities, while AOL Time Warner retains all of the economic interests in the
other TWE-A/N assets and liabilities. The restructuring was completed on December 31, 2002.

As part of the restructuring of TWE-A/N, on the Debt Closing Date, AOL Time Warner effectively
acquired Advance/Newhouse’s attributable interest in Road Runner, thereby increasing its ownership to
approximately §2% on a fully attributed basis. As a result of the termination of Advance/Newhouse’s minority
rights in Road Runner, AOL Time Warner has consolidated the financial position and results of operations of
Road Runner with the financial position and results of operations of AOL Time Warner’s Cable segment. As
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permitted under generally accepted accounting principles, the Company has consolidated the results of Road
Runner retroactive to the beginning of 2002.

In connection with the TWE-A/N restructuring, ACL Time Warner recognized a non-cash pretax gain
of approximately $1.4 billion, which is offset by approximately $1.2 billion of minority interest expense, and
recorded in discontinued operations in the accompanying consolidated statement of operations. The gain was
calculated as the difference between the fair value received in the restructuring (e.g., the Company’s increased
economic interest in the TWE-A/N cable systems remaining under the management of the Company) and
the carrying value surrendered (e.g., the carrying value of the Company’s interest in the Advance/Newhouse
Systems). In order to determine fair value, in addition to internal analysis, the Company obtained an appraisal
from an independent valuation firm. Of this gain, approximately $1.2 billion related to AT&T’s interest in the
Advance/Newhouse Systems, which is held through its interest in TWE, a consolidated subsidiary of the
Company. This gain is included as part of discontinued operations in the accompanying consolidated
statement of operations. However, because this gain relates to AT&T’s interest in TWE-A/N, it is offset by an
equal amount of minority interest expense, which is similarly included as part of discontinued operations. The
remaining pretax gain of $188 million relates to AOL Time Warner’s interest in TWE-A/N. The $188 million
pretax gain primarily relates to Advance/Newhouse’s payment to AOL Time Warner to effectively
compensate AOL Time Warner for certain adverse tax consequences incurred as a result of the restructuring.
The payment was in the form of Advance/Newhouse assuming more than their pro rata share of TWE-A/N’s
outstanding debt in thé restructuring. The $188 million pretax gain related to AOL Time Warner’s interest in
TWE-A/N, is significantly less than the approximate $1.2 billion gain related to AT&T’s interest in
TWE-A/N because the carrying value of AOL Time Warner’s interest in TWE-A/N, including its interest in
the Advan¢e/Newhouse Systems, was recently adjusted to fair value as part of the purchase accounting for
the Merger. Exclusive of the gains associated with these transactions, the impact of the TWE-A/N
restructuring on ACL Time Warner’s consolidated net income is substantially mitigated because the earnings
of TWE-A/N attributable to Advance/Newhouse’s historical one-third interest was reflected as minority
interest expense. As stated previously, this historical minority interest expense is currently classified as part of
the discontinued operations for all periods presented.

Sale of Columbia House

In June 2002, AOL Time Warner and Sony Corporation of America each sold 85% of their respective
50% interest in the Columbia House Company Partnerships (“Columbia House) to Blackstone Capital
Partners III LP (“Blackstone”), an affiliate of The Blackstone Group, a private investment bank. The sale
resulted in the Company recognizing a pretax gain of approximately $59 million, which is included in other
expense, net, in the accompanying consolidated statement of operations. In addition, the Company has
deferred an approximate $28 million gain on the sale. The deferred gain primarily relates to the estimated fair
value of the portion of the proceeds received as a note receivable, which will be deferred until such time as the
realization of such note becomes more fully assured. As a result of the sale, the Company’s interest in
Columbia House has been reduced to 7.5%. As part of the transaction, AOL Time Warner will continue to
license music and video product to Columbia House for a five-year period (Note 7).

$10 Billion Revolving Credit Facilities

In July 2002, AOL Time Warner, together with certain of its consolidated subsidiaries, entered into two
new senior unsecured long-term revolving bank credit agreements with an aggregate borrowing capacity of
$10 billion (the “2002 Credit Agreements”) and terminated three existing bank credit facilities with an
aggregate borrowing capacity of $12.6 billion (the “Old Credit Agreements™), which were scheduled to expire
during 2002. The 2002 Credit Agreements are comprised of a $6 billion five-year revolving credit facility and a
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$4 billion 364-day revolving credit facility, borrowings under which may be extended for a period up to two
years following the initial term (Note 9).

Debt Reduction Plan

In January 2003, the Company announced its intention to reduce its overall level of indebtedness in 2003.
Specifically, it is the Company’s intention to reduce debt below a 2.75 times ratio of total consolidated net
debt to annual EBITDA by the end of 2003. In addition, the Company-announced that it intends to reduce
total consolidated net debt to approximately $20 billion by the end of 2004. The Company anticipates that the
reduction in debt will be achieved through the use of. Free Cash Flow and other de-leveraging initiatives,
including the sale of non-core assets. As part of this initiative, in January 2003, the Company sold its
investment in Hughes Electronics Corp. (“Hughes”) for cash proceeds of $783 million and recognized a gain
of approximately $50 million. :

Pension Funding Liability

During the fourth quarter of 2002, the Company recorded a liability for the unfunded accumulated
benefit obligation relating to its defined benefit pension plans of approximately $260 million. This liability
represents the excess of the accumulated benefit obligation under the Company’s qualified defined benefit
pension plans over the fair value of the plans’ assets. In accordance with generally accepted accounting
principles, this liability was established by a charge to shareholders’ equity, resulting in no effect to the
accompanying consolidated statement of operations. In early 2003, the Company made cash contributions to
plan assets of approximately $257 million, which increased plan assets to a ‘level that approximated the
accumulated benefit obligation and resulted in a funded status of approximately 83% relatlvc to the pro;ected
benefit obllgatlon (Note 14). '

RESULTS OF OPERATIONS
Transactions Affecting Comparability of Results of Operations

Significant Transactions

AQOL Time Warner’s results for 2002 have been impacted by the following significant transactions that
cause them not to be comparable to the results reported in 2001.

o Consolidation of AOL Europe, S.A. (*“AOL Europe”). On January 31, 2002, ACL Time Warner
acquired 80% of Bertelsmann AG’s {“Bertelsmann™) 49.5% interest in AOL Europe for $5.3 billion in
cash and on July 1, 2002 acquired the remaining 20% of Bertelsmann’s interest for $1.45 billion in cash

- (Note 5)+ As a result of the purchase of Bertelsmann’s interest in AOL Europe, AQL Time Warner
has a majority controlling interest in and began consolidating AOL Europe, retroactive to the
beginning of 2002. In connection with amendments to this transaction, the Company entered into an
agreement with Bertelsmann to expand its advertising relationship (Note 17).

» Consolidation of IPC Group Limited (“IPC”). In October 2001, AOL Time Warner’s Publishing
segment acquired IPC, the parent company of IPC Media, from Cinven, a European private equity
firm, for approximately $1.6 billion. The Company began consolidating the results of IPC on
October 1, 2001. |

o Consolidation of Road Runner. In August 2002, AOQL Time Warner's Cable segment acquired
Advance/Newhouse’s 17% indirect attributable ownership interest in Road Runner, increasing the
Company’s fully attributed ownership to approximately 82%. As a result of the termination of
Advance/Newhouse’s minority rights in.Road Runner, AQL Time Warner has consolidated the
financial position and results of operations of Road Runner with the financial position and results of
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operations of AOL Time Warner’s Cable segment. As permitted under generally accepted accounting
principles, the Company has consolidated the results of Road Runner retroactive to the beginning of
2002.

Discontinued Operations

As previously discussed in “Restructuring of the TWE-Advance/Newhouse and Road Runner Partner-
ships,” the Company’s results of operations have been adjusted to reflect the results of the Advance/
Newhouse Systems as discontinued operations for all periods presented herein. For 2002, for the six months
ended June 30, 2002 (e.g., the most recent reported period prior to the deconsolidation), the net impact of the
deconsolidation of these systems was a reduction of the Cable segment’s previously reported revenues,
EBITDA and operating income of $715 million, $333 million and $206 million, respectively. For the year
ended December 31, 2001, the net impact of the deconsolidation of these systems was a reduction of the Cable
segment’s previously reported revenues, EBITDA and operating income of $1.247 billion, $571 million and
$313 million, respectively. The deconsolidation of the Advance/Newhouse Systems did not impact the results
in 2000 because the Company’s ownership interests in these systems were acquired in the Merger. As of
December 31, 2001, the Advance/Newhouse Systems had current assets and total assets of approximately
$64 million and $2.7 billion, respectively, and current liabilities and total liabilities of approximately
$210 million and $963 million, respectively, including debt assumed on the Debt Closing Date.

New Accounting Principles

In addition to the transactions previously discussed, in the first quarter of 2002, the Company adopted
new accounting guidance in several areas, which are discussed below.

New Accounting Standard for Goodwill and Other Intangible Assets

During 2001, the Financial Accounting Standards Board (“FASB”) issued Statement of Financial
Accounting Standards No. 142 “Goodwill and Other Intangible Assets” (“FAS 142”), which requires that,
effective January 1, 2002, goodwill, including the goodwill included in the carrying value of investments
accounted for using the equity method of accounting, and certain other intangible assets deemed to have an
indefinite useful life, cease amortizing. The new rules also require that goodwill and certain intangible assets
be assessed for impairment using fair value measurement techniques. During the first quarter of 2002, the
Company completed its initial impairment review and recorded a $54.235 billion non-cash pretax charge for
the impairment of goodwill, substantially all of which was generated in the Merger. The charge reflects overall
market declines since the Merger was announced in January 2000, is non-operational in nature and is reflected

as a cumulative effect of an accounting change in the accompanying consolidated financial statements
{Note 1). ‘

During the fourth quarter of 2002, the Company performed its annual impairment review for goodwill
and other intangible assets and recorded an additional non-cash charge of $45.538 billion, which is recorded as
a component of operating income (loss) in the accompanying consolidated statement of operations. The
$45.538 billion includes charges to reduce the carrying value of goodwill at the AOL segment ($33.489 bil-
lion), Cable segment ($10.550 billion) and Music segment ($646 million), as well as a charge to reduce the
carrying value of brands and trademarks at the Music segment ($853 million).

The $33.489 billion charge at the AOL segment reflects the AOL segment’s lower than expected
performance, including the continued decline in the online advertising market. The $10.550 billion charge at
the Cable segment reflects current market conditions in the cable television industry, as evidenced by the
decline in the stock prices of comparable cable television companies. The $1.499 billion charge at the Music
segment reflects declining valuations in the music industry, primarily due to the negative effects of piracy.
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The impairment charges are non-cash in nature and do not affect the Company’s liquidity or result in the
non-compliance with respect to any debt covenants, including the covenant to maintain at least $50 billion of
GAAP net worth contained in the Company’s 2002 Credit Agreements.

Reimbursement of “Cut-of-Pocket” Expenses

In January 2002, the FASB’s Emerging Issues Task Force (“EITF”) reached a consensus on EITF
No. 01-14, “Income Statement Characterization of Reimbursements Received for “Cut-of-Pocket” Expenses
Incurred” (“EITF 01-14"). EITF 01-14 requires that reimbursements received for out-of-pocket expenses be
classified as revenue on the income statement. EITF 01-14 was effective for AOL Time Warner in the first
quarter of 2002 and required retroactive restatement of all periods presented to reflect the new accounting
provisions. This change in revenue classification impacts ACGL Time Warner’s Cable and Music segments. As
a result of applying the guidance of EITF 01-14, the Company’s revenues and costs presented herein were
retroactively increased by an equal amount of $388 million in 2001 with no impact in 2000.

Emerging Issues Task Force Issue No. 01-09

In April 2001, the EITF reached a final consensus on EITF Issue No. 00-25, “Vendor Income Statement
Characterization of Consideration Paid to a Reseller of the Vendor’s Products,” which was later codified along
with other similar issues, into EITF 01-09, “Accounting for Consideration Given by a Vendor to a Customer
or a Reseller of the Vendor’s Products” (“EITF 01-09”). EITF 01-09 was effective for AOL Time Warner in
the first quarter of 2002 and requires retroactive restatement of all periods presented to reflect the new
accounting provisions. EITF 01-09 clarifies the income statement classification of costs incurred by a vendor
in connection with the reseller’s purchase or promotion of the vendor’s products, resulting in certain
cooperative advertising and product placement costs previously classified as selling expenses being reflected as
a reduction of revenues. This change in revenue classification impacts ACOL Time Warner’s AOL, Music and
Publishing segments. As a result of applying the provisions of EITF 01-09, the Company’s revenues and costs
presented herein were retroactively reduced by an equal amount of $195 million in 2001 and $10 million in
2000.

Adjustments to Intercompany Revenue

The Company has adjusted consolidated revenues contained herein to properly reflect certain interna-
tional DVD manufacturing transactions between the Music segment and the Filmed Entertainment segment
that were previously and inadvertently classified as third-party transactions. These transactions were identified
as a result of the Company’s internal control procedures and have been properly eliminated from consolidated
revenues. As a result of the adjustments, the Company’s 2002 consolidated content and other revenues and
total consolidated revenues were revised downward by $104 million from amounts previously reported in the
Company’s Earnings Release on January 29, 2003. Similarly, the Company’s 2001 consolidated content and
other revenues and total consolidated revenues were revised downward by $58 million from amounts
previously reperted in the Company’s 2001 Form 10-K/A filed on January 28, 2003. These reductions in
consolidated revenues were immaterial and completely offset by a corresponding elimination of intercompany
cost of revenue. As such, the adjustments did not impact the Company’s operating income, net income or cash
flows.

Significant Transactions and Other Items Affecting Comparability

As more fully described herein and in the related footnotes to the accompanying consolidated financial
statements, the comparability of ACL Time Warner’s operating results has been affected by certain significant
transactions and other items in each period.
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For the year ended December 31, 2002, these items included (i) merger and restructuring costs of
$335 million (Note 3), (ii) a non-cash charge of $45.538 billion to reduce the carrying value of goodwill and
other intangible assets (Note 2), (iii) non-cash pretax charges of $2.214 billion, which is comprised of
$2.227 billion to reduce the carrying value of certain investments that experienced other-than-temporary
declines in market value, offset in part by $13 million of gains to reflect market fluctuations in equity
derivative instruments. Included in the $2:227 billion charge relating to other-than-temporary declines in
value are non-cash pretax charges to reduce the carrying value of AOL Time Warner's investments in Time
Warner Telecom Inc. (“Time Warner Telecom”) by $796 million, Hughes by $505 million, Gateway, Inc.
(“Gateway”) by $140 million, America Online Latin America (“AOL Latin America”) by $131 million and
certain unconsolidated cable television system joint ventures by $420 million (Note 7), (iv) pretax gains on
the sale of investments of $124 million, including a $59 million gain on the sale of a portion of the Company’s
interest in Columbia House and a $31 million gain on the redemption of a portion of the Company’s interest in
TiVo Inc. (“TiVo”) (Note 7) and (v) a $6 million gain on the sale of consolidated cable television systems at
TWE. The gain on the sale of consolidated cable television systems is reflected in the EBITDA of the
Company’s Cable segment, however, there is no impact on the Company’s consolidated net income because
the entire gain has been allocated to Comcast, a minority partner in TWE (Note 7).

For the year ended December 31, 2001, these items included (i) merger and restructuring costs of
$250 million (Note 3) and (ii) non-cash pretax charges of $2.532 billion, including $2.483 billion to reduce
the carrying value of certain investments that experienced other-than-temporary declines in market value and
$49 million to reflect market fluctuations in equity derivative instruments. Included in the $2.483 billion
charge relating to other-than-temporary declines in value are non-cash pretax charges of approximately
$1.2 billion to reduce the carrying value of AOL Time Warner’s investment in Time Warner Telecom and
$270 m11110n to reduce the ‘carrying value of AOL Time Warner’s investment in Hughes (Note 7).

]For the year ended December 31 2000 these items included (i) merger and restructurmg costs of
$10 million (Note 3), (ii) non-cash pretax charges of $535 million, including’ $465 million to ‘reduce the
carrying value of certain investments that experienced other-than-temporary declines in market value and
$70 million to reflect market fluctuations in equity derivative instruments (Note 7) and (111) pretax gains of
$275 million from the sale or exchange of certain investments (Note 7).

" The impact of the significant transactions and other items affecting comparability, which are discussed
above on the operating results for the three years ended December 31, 2002 is as follows:

"Year Ended- December 31,

. 2002 2001 2000
. . . (millions)

Merger and restructuring costs . ... i $§ (335) § (250) $ (10)
. Loss on writedown of goodwill and other intangible assets ... .... (45,538) — —
Loss on writedown of investments ........................... o (2,214) 0 (2,532)  (535)

- Gain on sale of Coluinbia House................... B 59 - — —
Gain on redemption of (TiVo, . ... . . i 31 - =
Other investment-related gains-. ... .. 0............ e ‘ 34 —_ 275
 Pretax impact .......... TP - $(47,963) $(2,782) $(270)
- Income tax impact:......7. ... ..., S ' 1,311 1,112 107
ARET-1aX AMPACT. .. ..ol e e $(46,652) $(1,670) $(163)
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2002 vs. 2001 - o

Revenue, 'EB‘ITDA and operating income (loss) by business segment are as. follows;
Year Ended December 31,

et e

- . Operating
Revenues ) EBITDA™ " Income (Loss)
2002 200100 2002 - 20019 - 2002 2001
: - (miilions) : ) e

AOL ....... e .. $9,094 $8615 $1,798 ~ $2914  $(32,476)  $2,351
Cable® ... ... ............ 7,035 6,028 2766 2,628 (8,997)  (748)
Filmed Entertainment......... 10,040 8759 - 1232 1,017 962 450
NetWorks: . . .o ooveeeeeennn... 7655 . 7050  .2,032 1,797 . 1,839  (328)
MUSIC .ot 4205 ¢ 4036 - 482 419 (1,313)  (498)
Publishing ........ ..l 5422 4,689 1,155 909 881 (96)
Corporate . . .. . T el = — (352)  (294) - (380)  (677)
Merger and restructuring costs jaas — (335) (250)‘ (335) (250)
Intersegment elimination . ...... (2,490) (2,011)  (56) _ (86) (56) (86)
Total ...t D $40,961  $37,166  $8,722  $9,054 $(39.875) $ 118

® EBITDA represents operating income (loss) before depreciation expense of $2.327 billion in 2002 and $1.750 billion in 2001, amortization expense
of $732 million in 2002 and $7.186 billion in 2001 and impairment write-downs related to goodwill and other intangible assets of $45.538 billion in
2002. ‘

Revenues reflect the provisions of EITF 01-09 and EITF 01-14 that were adopted by the Company in 2002, which require retroactive restatement
of 2001 results to refiect the new accounting provisions. As a result, the net impact of EITF 01-09 and EITF 01-14 was to increase revenues and
‘costs by equal amounts of $193 million for 2001. The net increase (decrease). in revenues and costs by business segment-is as follows: AOL
$(29) million, Cable $236 million, Music $107 million and Publishing $(121) million.

The results for 2001 do not reflect.the results of significant transactions in 2002, mcludmg the consolldatlon of AOL Europe, IPC and Road
Runner, or the adoption of FAS 142 on J anuary 1, 2002.

During 2002, the Company recognized a $45.538 billion non-cash charge relating to the impairment of goodwill and other intangible assets,
relating to the AOL segment ($33.489 billion), Cable segment ($10.550 billion) and Music segment ($1.499 billion), which is recorded as a
component of operating income. See Note .

As a result of Advance/Newhouse assuming responsibility for the day-to-day operations of the Advance/Newhouse Systems in 2002, the Cable
segment’s results reflect the deconsolidation of the operating results of the Advance/Newhouse Systems for all periods presented. For 2002, for the
six months ended June 30, 2002 (e.g., the most recent reported period prior to the deconsolidation), the net impact of the deconsolidation of these
systems was a reduction of the Cable segment’s previously reported revenues, EBITDA and operating income of $715 million, $333 million and
$206 million, respectively. For 2001, the net impact of the deconsolidation of these systems was a reduction of the Cable segment’s revenues,
EBITDA and operating income of $1.247 billion, $571 million and $313 million, respectively. In addition, the Cable segment's EBITDA for 2002
includes a $6 million gain on the sale of consolidated cable television systems that is attributable to Comcast’s minority interests.

(b,

[

(d

(e

Consclidated Results

Revenues. AOL Time Warner's revenues increased to $40.961 billion in 2002, compared to $37.166 bil-
lion in 2001. The overall increase in revenues was driven by an increase in' Subscription revenues of 21% to
$18.959 billion and an increase in Content and Other revenues of 8% to $14.322 billion, offset in part by a
decrease in Advertising and Commerce revenues of 7% to $7.680 billion.

As discussed more fully below, the increase in Subscription revenues was principally due to increases in
the number of subscribers and in subscription rates at the AOL, Cable and Networks segments, as well as the
impact of the acquisitions of AOL Europe and IPC and the consolidation of Road Runner. The increase in
Content and Other revenues was principally due to increased revenue at the Filmed Entertainment segment
related to improved international theatrical and worldwide home video results, offset in part by lower results at
the AOL segment, primarily related to the termination of the iPlanet alliance with Sun Microsystems in the
third quarter of 2001. :
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The decline in Advertising and Commerce revenues was principally due to lower advertising revenues
{from $6.869 billion in 2001 to $6.299 billion in 2002), principally related to the AOL segment, due to
continued weakness in online advertising sales and the decline in the current benefit from prior period contract
sales, both of which are expected to continue into 2003. Excluding the AOL segment, advertising revenues
increased 7% primarily related to growth at the Networks and Publishing segments, including the impact of
the acquisition of IPC. Commerce revenues ($1.381 billion in 2002 and $1.391 billion in 2001) were
essentially flat,

Intersegment Revenues. AOQOL Time Warner’s intersegment revenues increased to $2.490 billion in’ 2002
compared to $2.011 billion in 2001. The increase in intersegment revenues was principally due to increases in
network services provided by the AGL segment to the Cable segment, DVD manufacturing provided by the
Music segment to the Filmed Entertainment segment and film product sold by the Filmed Entertainment
segment to the Networks segment. In addition, intersegment Advertising and Commerce revenues increased
to $533 million in 2002 from $474 million in 2001. Since intersegment revenues are eliminated in
c_onsolidaﬁon, they do not impact the Company’s consclidated results.

Corporate. AOL Time Warner’s corporate EBITDA loss increased to $352 million in 2002 from
$294 million in 2001. The increase in EBITDA loss was principally due to legal and other professional fees
related to the SEC and DOJ investigations into the financial reporting and disclosure practices of the
Company, which are expected to continue into 2003, as well as certain project termination and pension-related
costs..

Merger and Restructuring Costs. Merger and restructuring costs were $335 million in 2002 compared to
$250 million in 2001. The merger and restructuring costs in 2002 related to various employee and contractual
terminations, including $131 million for lease obligations of the AOL segment for network modems that will
no longer be used because network providers are upgrading their networks to newer technology, $100 million
related to work force reductions and $104 million for lease termination payments and other facility costs. The
merger and restructuring costs of $250 million in 2001 related to $153 million of employee termination
benefits, primarily at the AOL segment, and $97 million of other exit costs, including contractual terminations
for various leases and contractual commitments for terminated products (e.g., the termination of the iPlanet
alliance with Sun Microsystems Inc.) (Note 3).

EBITDA. AOL Time Warner’s EBITDA decreased to $8.722 billion in 2002 from $9.054 billion in
2001. The decrease was principally due to a decrease in EBITDA at the AOL segment, an increase in
corporate expenses and an increase in merger and restructuring costs, offset in part by an increase in EBITDA
at the Company’s other business segments, which is discussed in detail under “Business Segment Results.”

Depreciation Expense. Depreciation expense increased to $2.327 billion in 2002 from $1.750 billion in
2001 principally due to increases at the Cable segment ($1.206 billion in 2002 compared to $893 million in
2001) and the ACL segment ($624 million in 2002 compared to $422 million in 2001). The increase in
depreciation expense at the Cable segment reflects higher levels of capital spending related to the roll-out of
digital services over the past three years resulting in increased capital spending on customer premises
equipment which is depreciated over a shorter useful life. Depreciation at the AOL segment increased
primarily due to an increase in network assets acquired, as well as a decrease in the useful life of certain
network assets. -

Amortization Expense. Amortization expense decreased to $732 million in 2002 from $7.186 billion in
2001. The amortization expense in 2001 primarily reflected amortization of goodwill and other intangible
assets recorded in the Merger. The decrease in amortization expense in 2002 was due to the adoption of
FAS 142, which resulted in goodwill and certain intangible assets ceasing to be amortized, offset in part by the
impact of additional amortization expense from the acquisitions of AOL Europe in January 2002 and IPC in
October 2001.

23




AOL TIME WARNER INC.
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION {(Continued)

Operating Income (Loss). AQOL Time Warner’s operating loss was $39.875 billion in 2002 compared to
operating income of $118 million in 2001. The operating loss in 2002 is primarily related to a non-cash charge
of $45.538 billion to reduce the carrying value of goodwill and other intangible assets. Excluding this charge,
the improvement in operating income related to a decrease in amortization expense due to the adoption of
FAS 142, offset in part by a decrease in business segment EBITDA, which is dlscussed in detail under

“Business Segment Results,” and an increase in depreciation expense. .

Interest Expense, Net. Interest expense, net, increased to $1.783 billion in 2002, from $1.353 billion in
2001, due principally to additional interest expense related to incremental borrowings to purchase AOL
Europe and IPC, offset in part by lower market interest rates in 2002.

Orher Expense, Net. Other expense, net, decreased to $2.498 billion in 2002 from $3.567 billion in 2001,
including the impact of certain significant transactions and other items affecting comparability in both periods.

In 2002, other expense, net includes pretax non-cash charges of $2.227 billion to reduce the carrying
value of certain investments that experienced other-than-temporary declines in value. This was offset in part
by $13 million of pretax gains related to market fluctuations on equity derivative instruments and $124 million
of pretax gains relating to the sale of unconsolidated investments, including a $59 million gain on the sale of a
portion of the Company’s interest in Columbia House and a $31 million gain on the redemption of a portion of
the Company’s interest in TiVo. The $2.227 billion of investment impairment charges primarily related to
AOL Time Warner’s investments in Time Warner Telecom, Hughes, Gateway, AOL Latin America and
certain unconsolidated cable television system joint ventures.

In 2001, AOL Time Warner recorded non-cash pretax charges of $2.483 billion to reduce the carrying
value of certain investments that experienced other-than-temporary declines in value, as well as $49 million of
pretax losses related to market fluctuations on equity derivative mstruments

In addition to the impact of the significant transactions and other items aﬁectmg comparability, other
expense, net, benefited from a reduction of losses from equity method investees, primarily related to reduced
amortization expense associated with the adoption of FAS 142, offset in part by the absence of prior year net
pretax investment-related gains, including gains related to the exchange of various unconsolidated cable
television systems at TWE (attributable to the minority owners of TWE).

Depending upon general market conditions and the performance of individual investments in the
Company’s portfolio, the Company may be required in the future to record additional non-cash charges to
reduce the carrying value of individual investments to their fair value for other-than-temporary declines. Any
such charges would be unrelated to the Company’s core operations and would be recorded in other expense,
net (Note 7). Excluding equity method investees, as of December 31, 2002, the fair value and carrying value
of the Company’s portfolio were $2.230 billion and $2.028 billion, respectively. Included in these amounts was
the Company's investment in Hughes, which had a carrying value of $733 million and a fair value of
$857 million as of December 31, 2002. The Company sold its investment in Hughes in January 2003 for cash
proceeds of $783 million and recognized a gain of approximately $50 million.

Minority Interest Income (Expense). AOL Time Warner had $278 million of minority interest expense
in 2002, compared to $46 million of minority interest income in 2001. Minority interest expense in 2002
primarily reflects the adoption of FAS 142, which resulted in a reduction of amortization expense at the
Company’s partially owned consolidated investees, thereby resulting in an increase in the minority interest
expense, as more income is attributable to minority partners. Minority interest expense also increased in 2002
as a result of accretion on the preferred securities of AOL Europe. These increases in minority interest
expense were partially offset by a reduction in 2002 of an allocation of pretax gains related to the exchange of
various cable television systems in 2001 at TWE (attributable to the minority owners of TWE). -
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Income Tax Provision. AOL Time Warner had income tax expense of $140 million in 2002, compared
to $139 million in 2001. The Company’s pretax loss was $44.434 billion in 2002 compared to $4.756 billion in
2001. Applying the 35% U.S. Federal statutory rate to pretax income would result in an income tax benefit of
$15.552 billion in 2002 and $1.665 billion in 2001. However, the: Company’s income tax expense differs from
these amounts as a result of several factors, including non-temporary differences (i.e., certain financial
statement expenses that are not deductible for income tax purposes), foreign income taxed at different rates
and state and local income taxes. The most significant non-temporary difference in 2002 relates to
approximately $44.7 billion of non-deductible losses on the writedown of goodwill and in 2001 relates to
approximately $5.3 billion of non-deductible amortization of goodwill (Note 10).

As of December 31, 2002, the Company had net operating loss carryforwards of approximately
$10.0 billion, primarily resulting from stock option exercises. These carryforwards are available to offset future
U.S. Federal taxable income and are, therefore, expected to reduce Federal income taxes paid by the
Company. If the net operating losses are not utilized, they expire in varying amounts, starting in 2011 through
2021.

Net Loss and Net Loss Per Common Shave. AOL Time Warner had a net loss of $98.696 billion in 2002
compared to a net loss of $4.934 billion in 2001. Basic and diluted net loss per common share was $22.15 in
2002 compared to basic and diluted net loss per common share of $1.11 in 2001,

Net loss includes a $54.235 billion charge relating to a cumulative effect of an accounting change in 2002
(Note 2) and income (loss) relating to discontinued operations of $113 million in 2002 and $(39) million in
2001 (Note 4). Excluding these items, the Company’s net loss from continuing operations before the
cumulative effect of an accounting change was $44.574 billion in 2002 compared to $4.895 billion in 2001, The
net loss from continuing operations before the cumulative effect of an accounting change in 2002 includes a
$45.538 billion pretax charge relating to the writedown of goodwill and other intangible assets, pretax charges
of $2.214 billion relating to the writedown of investments, pretax charges of $335 million relating to merger
and restructuring costs, and pretax gains of $124 million relating to the sale of investments. The net loss from
continuing operations before the cumulative effect of an accounting change in 2001 includes pretax charges of
$2.532 billion relating to the writedown of investments and pretax charges of $250 million relating to merger
and restructuring costs. The impact of the aforementioned items was a net loss of $46.652 billion in 2002 and
$1.670 billion in 2001. In addition to the impact of these items, the 2002 results benefited from reduced
amortization associated with the adoption of FAS 142 and a decrease in other expense, net, offset in part by an
overall decline in AOL Time Warner’s EBITDA and increased depreciation expense.

Business Segment Results

AOL. Revenues increased 6% to $9.094 billion in 2002, compared to $8.615 billion in 2001. EBITDA
decreased 38% to $1.798 billion in 2002, compared to $2.914 billion in 2001. Operating income decreased to
an operating loss of $32.476 billion in 2002 compared to operating income of $2.351 billion in 2001.

Revenues benefited from a 35% increase in Subscription revenues (from $5.353 billion to $7.216 billion),
which was offset in part by a 38% decrease in Advertising and Commerce revenues (from $2.585 billion to
$1.600 billion) and a 59% decrease in Content and Other revenues (from $677 million to $278 million).

The growth in subscription revenues was primarily related to the acquisition of AOL Europe in 2002, as
well as domestic growth. Domestically, subscription revenues increased 13% and was principally driven by
membership growth and price increases. The number of AOL brand subscribers in the U.S. was approxi-
mately 26.5 million at December 31, 2002 compared to approximately 25.2 million at December 31, 2001 and
26.7 million at September 30, 2002. The decline in domestic AOL brand subscribers as compared to the
quarter ended September 30, 2002 reflects a number of factors, including a maturing narrowband services
subscriber universe, subscribers adopting broadband services, a reduction in direct marketing response rates,
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an increase in subscriber terminations and cancellations, and the Company’s previously stated increased focus
on improving the profitability of its narrowband membership base. The Company anticipates that the number
of narrowband subscribers will likely continue to decline because of these factors, In addition, the movement
toward broadband services could negatively impact future results of operations due to lower margins on basic
broadband services. The average monthly subscription revenue per domestic subscriber (“ARPU”) for 2002
increased 3% to $18.31 as compared to $17.76 in 2001. The increase in domestic subscription ARPU is due
primarily to the standard unlimited rate increase of $1.95 per month to $23.90 (effective beginning in July
2001), offset in part by new member acquisition programs and member service and retention programs that
offer incentives in the form of discounts and free months to AOL’s members. Domestic subscription ARPU is
also impacted by changes in the mix of narrowband and broadband product, the level of service provided (full
connectivity versus Bring Your Own Access (“BYQOA”) ), and by changes in the terms of AQOL’s relationships
with its broadband cable and DSL partners.

The majority of AOL’s domestic subscribers are on unlimited pricing plans. Additionally, AOL has
entered into certain bundling programs with Original Equipment Manufacturers (“OEMs”) that generally do
not result in subscription revenues during introductory periods, as well as the sale of bulk subscriptions at a
discounted rate to AOL’s selected strategic partners for distribution to their employees. As of December 31,
2002, of the 26.5 million domestic AOL members, approximately 81% were on standard unlimited pricing
plans (including 10% under various free trial, member service and retention programs), 13% were on lower
priced plans, including BYOA, bulk employee programs with strategic partners, and limited usage plans
(weighted average monthly rate of approximately $11.03), and the remaining 6% were on OEM bundled
plans. As of December 31, 2001, of the 25.2 million domestic AOL members, approximately 79% were on
standard unlimited pricing plans (including 11% under various free trial, member service and retention
programs), 15% were on lower priced plans, including BYOA, bulk employee programs with strategic
partners, and limited usage plans (weighted average monthly rate of approximately $11.00), and the
remaining 6% were on OEM bundled plans.

As previously discussed, AOL’s results reflect the consolidation of AOL Europe retroactive to the
beginning of 2002. The number of AOL brand subscribers in Europe was 6.4 million at December 31, 2002
and the average monthly subscription revenue per European subscriber for 2002 was $14.88. This compares to
AOL brand subscribers in Europe of 5.5 million at December 31, 2001 and average monthly subscription
revenue per European subscriber for 2001 of $12.84. The average monthly subscription revenue per European
subscriber in 2002 was impacted by price increases implemented in 2002 in various European countries
offering the AOL service and the positive effect of changes in foreign currency exchange rates.

The decline in Advertising and Commerce revenues in 2002 resulted from a 42% decline in advertising
revenues (from $2.281 billion to $1.316 billion) and a 7% decrease in commerce revenues (from $304 million
to $284 million). The decline in commerce revenues was primarily due to declines in the fourth quarter, which
reflects the Company’s new policy of reducing the promotion of its commerce business (i.e., reducing pop-up
advertisements) to improve the member experience. The declines are expected to continue throughout 2003.

The decline in advertising revenues is principally due to a reduction in benefits from prior period contract
sales and continued weakness in online advertising sales, both of which are expected to extend into 2003. The
advertising revenue decline was slightly offset by contributions from AOL Europe. Domestic contractual
commitments received in prior periods contributed advertising revenue of $876 million in the 2002 period
compared to $1.547 billion in the comparable prior year period. Inciuded in the amount of revenue from
domestic contractual commitments received in prior periods was revenue recognized from the termination of
contractual commitments, which declined to $15 million in the 2002 period compared to $129 million in the
prior year period. The decline in advertising revenues also reflects a decrease in the intercompany sales of
advertising to other business segments of AOL Time Warner in 2002 as compared to 2001 (from $222 million
to $178 millicn). Of the $1.316 billion of advertising revenue in 2002, $460 miliion related to the five most
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significant advertisers, including $284 million related to Bertelsmann A.G. (see “Overview — Recent
Developments — Update on SEC and DOJ Investigations™). Similarly, of the $2.281 billion of advertising
revenue in 2001, $492 million related to the five most significant advertisers, including $179 million related to
Bertelsmann A.G. (see “Overview — Recent Developments — Update on SEC and DOJ Investigations™).
Advertising revenue from the five most significant domestic advertisers is expected to decline in both absolute
terms and as a percentage of total advertising revenue as large advertising contracts expire and are replaced
with smaller advertising arrangements.

During 2002, domestic advertising commitments for future periods declined to $514 million as of
December 31, 2002 from $1.450 billion as of December 31, 2001. This compares to advertising commitments
of $2.598 billion as of December 31, 2000. During 2002, in addition to the $876 million of prior period
commitments recognized in revenue, remaining commitments were reduced by $292 million, without any
revenue being recognized, to reflect a decline in future consideration to be received related to the termination
or restructuring of various contracts. Similarly, during 2001, in addition to the $1.547 billion of prior period
commitments recognized in revenue, remaining commitments were reduced by $459 million, without any
revenue being recognized, to reflect a decline in future consideration to be received related to the termination
or restructuring of various contracts. Included in the $514 million of advertising commitments for future
periods as of December 31, 2002 is $217 million for the five largest commitments. Similarly, included in the
$1.450 billion of advertising commitments for future periods as of December 31, 2001 is $590 million for the
five largest commitments. ‘

The Company expects to complete performance on nearly two-thirds of its existing domestic advertising
commitments by the end of 2003. Further declines in future consideration to be received, and revenue that
would otherwise be recognized, could occur from additional terminations or restructurings of such commit-
ments. As services under certain large longer term contracts signed in previous periods are completed, the
Company expects to enter into fewer long term contracts, reducing its reliance on long-term arrangements,
including arrangements which involve significant non-advertising components. The Company expects that the
level of advertising commitments for future periods will decline as traditional advertiser arrangements typically
involve shorter terms. The Company is uncertain whether the amount of revenue from the more traditional
short-term advertising arrangements will reach the levels of current and prior advertising revenue even if the
online advertising market improves. The Company also is uncertain of its ability to replace or renew
advertising sales for some of its largest advertisers.

The decrease in Content and Other revenues is primarily due to the termination of AOL’s iPlanet alliance
with Sun Microsystems in the third quarter of 2001, which contributed $410 million of revenue and
$328 million of EBITDA during 2001. This was offset in part by $105 million of intercompany network
revenues, which are derived primarily from network services provided to Road Runner, which began in
November 2001.

The decline in EBITDA in 2002 is primarily due to the advertising revenue shortfall, the absence of the
iPlanet alliance ($328 million of EBITDA in 2001), an increase in broadband network costs and domestic
marketing expenses, as well as EBITDA losses at ACL Europe of $153 million. This was offset in part by
declines in narrowband network costs and equipment leasing costs. Included in the increase in domestic
marketing expense was an increase in intercompany advertising purchased by AOL on properties of other
AOL Time Warner business segments (from $225 million to $277 million), including advertising purchased
on Time Warner Cable properties in support of the rollout of AOL Broadband services. The decline in
operating income is primarily due to the $33.489 billion goodwill impairment charge, an increase in
depreciation expense and the aforementioned decline in EBITDA.
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Cable. Revenues increased 17% to $7.035 billion in 2002 compared to $6.028 billion in 2001. EBITDA
increased 5% to $2.766 billion in 2002 from $2.628 billion in 2001, Operating loss increased to $8.997 billion in
2002 compared to $748 million in 2001.

Revenues increased due to a 16% increase in Subscription revenues (from $5.482 billion to $6.374 bil-
lion) and a 21% increase in Advertising and Commerce revenues (from $546 million to $661 million). The
increase in Subscription revenues was due to higher basic cable rates and increases in high-speed data services
subscribers, digital cable subscribers and basic cable subscribers, as well as the impact of the consolidation of
Road Runner in 2002. In 2002, as compared to the prior year comparable period, high-speed data subscribers
increased by 63% to 2.509 million, digital cable subscribers increased by 36% to 3.747 million and basic cable
subscribers increased by 1.3% to 10.914 million. In addition, total customer relationships, representing the
number of customers that receive at least one level of service, increased by 3% to approximately 11.2 million
as of December 31, 2002 compared to approximately 10.9 million as of December 31, 2001 and revenue
generating units, representing the total of all analog video, digital video, high-speed data and telephony
customers, increased by 14% to approximately 17.2 million in 2002 compared to approximately 15.0 million in
2001. The Company’s subscriber amounts include subscribers at both consolidated entities and investees
accounted for under the equity method of accounting, which are managed by the Company. High speed data
subscribers include residential subscribers, as well as commercial and bulk (e.g., apartment buildings and
universities) subscribers. As of December 31, 2002 these were 2.426 million residential and bulk subscribers,
and 83 thousand commercial subscribers. Due to their nature, commercial and bulk subscribers are charged at
different amounts than residential subscribers. If the number of commercial and bulk high-speed data
subscribers was equivalized (e.g., calculated by dividing commercial and bulk high-speed data revenue by the
average rate charged to residential customers)’ the Company’s total high-speed data subscribers would have
increased 65% to 2.613 million. :

The increase in Advertising and Commerce revenues was primarily related to an increase in the
intercompany sale of advertising to other business segments of AOL Time Warner (from $58 million to
$125 million), an increase in advertising purchased by programming vendors to promote their channels,
including new channel launches (from $106 million to $124 million) and an 8% increase in general third-party
advertising revenues. The Company expects intercompany advertising revenue to be minimal in 2003. The
Company also expects advertising purchased by programming vendors to decline by more than 70% in 2003
primarily due to fewer new channel launches.

EBITDA increased principally as a result of the revenue gains as well as a $6 million gain on the sale of
consolidated cable systems, offset in part by increases in programming and other operating costs and the
consolidation of Road Runner’s losses in 2002. The increase in video programming costs of 21% relates to
general programming rate increases across both basic and digital services, the addition of new programming
services and higher basic and digital subscriber levels. Video programming costs have risen in recent years and
will continue to rise, although at a lower rate than during 2002, primarily due to the expiration of introductory
and promotional periods under programming affiliation agreements, the need to procure additional quality
programming for more extensive programming packages, the migration of premium channels to the standard
tier, industry-wide programming cost increases (especially for sports programming) and inflation-indexed or
negotiated license fee increases. Other operating costs increased as a result of the roll out of new services,
higher property taxes associated with ‘the upgrade of cable plants and higher development spending in the
Interactive Personal Video division (from $3 million to $30 million). The increase in operating loss was
primarily due to the $10.550 billion goodwill impairment charge and an increase in depreciation expense,
offset in part by an increase in EBITDA and a decrease in amortization expense, due to the adoption of FAS
142. The Company anticipates that EBITDA and operating income of the Cable segment in 2003 will be
negatively impacted by an approximate $25 million increase in pension expense.
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Filmed Entertainment. Revenues increased.15% to $10.040 billion in 2002, compared to'$8.759 billion
in 2001. EBITDA increased 21% to $1.232 billion in 2002, compared to $1.017 billion in 2001. Operating
income increased to $962 million in 2002, compared to $450 million in 2001.

Revenues, EBITDA and operating income increased at both Warner Bros. and the filmed entertainment
businesses of Turner Broadcasting System, Inc. (the “Turner filmed entertainment businesses”), which
include New Line Cinema, Castle Rock and the former film and television libraries of Metro-Goldwyn-
Mayer, Inc. and RKO pictures.

For ' Warner Bros., the increase in revenue was primarily related to improved worldwide home video,
including DVD performance, and international theatrical results, offset in part by declines in television and
reduced commerce revenues related to the closure of its Studio Stores in 2001. The improved results reflect
the worldwide theatrical success of Harry Potter and the Chamber of Secrets, as well as the worldwide home
video and international theatrical results of Harry Potter and the Sorcerer’s Stone, Ocean’s Eleven and Scooby
Doo: The Movie. For the Turner filmed entertainment businesses, revenues increased primarily due to New
Line Cinema’s continued.theatrical and home video success of The Lord of the Rings: The Fellowship of the
Ring and Austin Powers in Goldmember.

For Warner Bros., EBITDA increased primarily due to the revenue increases, offset in part by higher
theatrical film costs, including higher advertising and distribution costs. For the Turner filmed entertainment
businesses, EBITDA increased primarily due to the revenue increases. For Warner Bros. and the Turner
filmed entertainment businesses, operating income increased primarily due to the EBITDA increases and a
decrease in amortization expense, due to the adoption of FAS 142.

Networks. Revenues increased 9% to $7.655 billion in 2002, compared to $7.050 billion in 2001.
EBITDA increased 13% to $2.032 billion in 2002 from $1.797 billion in 2001. Operating income increased to
$1.839 billion in 2002 from an operating loss of $328 million in 2001.

Revenues grew primarily due to an 8% increase in Subscription revenues (from $3.988 billion to
$4.310 billion) with growth at both the cable networks of Turner Broadcasting System, Inc. (the “Turner
cable networks”) and HBO, a 6% increase in Advertising and Commerce revenues (from $2.465 billion to
$2.601 billion) with growth at both the Turner cable networks and The WB Network and a 25% increase in
Content and Other revenues (from $597 million to $744 million) with growth at HBO, offset in part by a
slight decrease at the Turner cable networks. EBITDA and operating income increased due to improved
results at the Turner cable networks, HBO and The WB Network.

For the Turner cable networks, Subscription revenues benefited from higher domestic rates and an
increase in the number of domestic subscribers, led by TNT, TBS, CNN, Turner Classic Movies and Cartoon
Network. Advertising and Commerce revenues increased 3% (from $1.975 billion to $2.032 biilion) reflecting
a slight recovery in the cable television adveértising market during 2002, which was offset in part by a decline in
intercompany sales of advertising to other business segments of AOL Time Warner (from $120 million to
$107 million). For HBO, Subscription revenues benefited from an increase in the number of subscribers and
higher rates. Content and Other revenues benefited from higher. home video sales of HBO’s original
programming and higher licensing and. syndication revenue from the broadcast comedy series Everybody
Loves Raymond. For The WB Network, the increase in Advertising and Commerce revenues was driven by
higher advertising rates.

* For the Turner cable networks, the increase in EBITDA was principally due to the increased Subscription
revenues and lower marketing expenses, offset in part by higher programming costs and professional sports-
related salaries. In addition, EBITDA was negatively affected by an allowance for doubtful accounts
established on receivables from Adelphia Communications (“Adelphia’), a major cable television operator.
For HBO, the increase in EBITDA was principally due to the increase in revenues and reduced costs relating

29




AQOL TIME WARNER INC,
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION (Continued)

to the finalization of certain licensing agreements, offset in part by an allowance for doubtful accounts
established on receivables from Adelphia, higher write-offs of development costs and increased programming
costs. For The WB Network, the EBITDA increase was principally due to higher.Advertising and Commerce
revenues, offset in part by higher program license fees.

For the Turner cable networks, HBO and The WB Network, the increase in operating income was
primarily due to an increase in EBITDA and a decrease in amortization expense, due to the adoption of
FAS 142. L

Music. Revenues increased 4% to $4.203 billion in 2002, compared to $4.036 billion in 2001. EBITDA
increased 15% to $482 million in 2002 from $419 million in 2001. Operating loss increased to $1.313 billion in
2002 compared to $498 million in 2001.

Revenues increased primarily due to the impact of the acquisition of Word Entertainment in January
2002, lower provisions for returns due to improved experience, increases in DVD manufacturing volume, and
the positive effect of changes in foreign currency exchange rates on intérnational revenues, offset in part by the
ongoing weakness in the worldwide music industry and lower DVD manufacturing prices. Industry-wide
worldwide music sales continue to be negatively impacted by the effects of piracy, which is expected to
continue in the future. In addition, downward pressure on DVD manufacturing pricing could negatively affect
future manufacturing revenues and profits.

The increase in EBITDA is due primarily to the higher revenues, the impact of various cost-saving and
restructuring programs and lower marketing and bad debt expense, partially offset by higher artist and
repertoire costs. The increase in operating loss is due primarily to a $1.499 billion goodwill and other intangible
asset impairment charge, offset in part by an increase in EBITDA and a decrease in amortization expense, due
to the adoption of FAS 142. As of December 31, 2002, the Music segment had year-to-date domestic album
market share of 17.0%, compared to 16.8% at December 31, 2001. '

In the first quarter of 2003 the Company reassessed the useful life of its music publishing copyrights and
record catalog and concluded that such lives should be decreased from 20 years to 15. The impact of this
change is expected to increase amortization expense by approximately $50 million per year.

Publishing. Revenues increased 16% to $5.422 billion in 2002 compared to $4.689 billion in 2001.
EBITDA increased 27% to $1.155 billion in 2002 from $909 million in 2001. Operating income increased to
$881 million in 2002 compared to an operating loss of $96 million in 2001.

Revenues increased due to a 23% increase in Subscription revenues (from $1.207 billion to $1.484 bil-
lion}, 13% increase in Advertising and Commerce revenues (from $2.865 billion to $3.243 billion) and a 13%
increase in Content and Other revenues (from $617 million to $695 million). The. increases in both
Subscription revenues and Advertising and Commerce revenues were due to the acquisitions of IPC in
October 2001 and Synapse Group Inc. (“Synapse”) in December 2001. The growth in Advertising and
Commerce revenues was offset in part by lower commerce revenues from Time Life’s direct marketing
business. Advertising revenues increased 8% due to the acquisition of IPC, as well as the impact of a slight
recovery in the general magazine advertising market during 2002. Advertising increases at the non-business
oriented publications were partially offset by continued softness in the advertising market for business-oriented
publications. The increase in Contént and Other revenues is due primarily to increased sales at the AOL Time
Warner Book Group due to the carryover successes of 2001 bestsellers and the success of several 2002
releases, including “One Nation” and “The Lovely Bones,” as well as the impact of the acquisition of IPC.

The growth in EBITDA is due predominantly to the acquisitions. of [PC and Synapse and, to a lesser
extent, the increase in advertising revenue due to the previously mentioned slight increase in the advertising
market, overall cost savings and reduced costs relating to the final settlement of certain liabilities associated
with the closure of American Family Enterprises during 2001, offset in part by additional reserves established
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on receivables from newsstand distributors. The increase in operating income was primarily due to the increase
in EBITDA and a decrease in amortization expense, due to the adoption of FAS 142. The Company
anticipates that the EBITDA and operating income of the Publishing segment in 2003 will be negatively
impacted by an approximate $45 million increase in pension expense.

2001 vs. 2000

The discussion of results of operations, comparing 2001 to 2000, is provided on a historical basis and is
followed by a supplemental discussion on an unaudited pro forma basis, which gives effect to the Merger as if
it had occurred on January 1, 2000. As previously discussed, on January 11, 2001, America Online and Time
Warner completed their previously announced merger. The Merger was structured as a stock-for-stock
exchange and was accounted for by AOL Time Warner as an acquisition of Time Warner using the purchase
method of accounting. The acquisition of Time Warner significantly impacted the results of AOL Time
Warner due to the significantly larger size of Time Warner’s operations in relation to the operations of
America Online, as predecessor to AOL Time Warner. As such, the financial results of AOL Time Warner for
periods subsequent to the Merger are not comparable to periods prior to the Merger. In order to enhance
comparability and make an analysis of 2001 more meaningful, after the following discussion on a historical
basis, management has provided a supplemental discussion based upon unaudited pro forma financial
information for 2000 as if the Merger had occurred on January 1, 2000.

Years Ended December 31,

Revenues EBITDA® Operating income (loss)
2001 2000 2001 2000 2001 2000
(millions)

AOL ... ... ... ... ........ § 8,615 $7,605 $2,914 $2,298 $2,351 $1,855
Cable ... ... ............. 6,028 — 2,628 —  (748) —
Filmed Entertainment .......... 8,759 — 1,017 — 450 —
Networks..................... 7,050 — 1,797 — (328) —
Music ... 4,036 — 419 —  (498) —
Publishing . ................... 4,689 — 909 — (96) —
Corporate .................... — —  (294) {79) (677) (79)
Merger-related costs ........... — — (250) (10)  (250) (10)
Intersegment elimination ....... (2,011) — (86) — (86) =
Total ........................ $37,166  $7,605 $9,054  $2,209 $ 118 $1,766

@ EBITDA represents operating income {loss) before depreciation expense of $1.750 billion in 2001 and $344 million in 2000 and amortization
expense of $7.186 billion in 2001 and $99 million in 2000.

Revenues reflect the provisions of EITF 01-09 and EITF 01-14 that were adopted by the Company in the first quarter of 2002, which require
retroactive restatement of 2001 and 2000 to reflect the new accounting provisions. As a result, the net impact of EITF 01-09 and EITF 01-14 was
10 increase revenues and costs by equal amounts of $193 million for 2001 and reduce revenues and costs by equal amounts of $10 million for 2000.
In addition, revenues reflect the provisions of SEC Staff Accounting Bulletin No. 101 (“SAB 101"}, which was retroactively adopted by the
Company in the fourth quarter of 2000. The impact of SAB 101 was to reduce revenues and costs by equal amounts of $161 million for 2000.

®

) As a result of Advance/Newhouse assuming responsibility for the day-to-day operations of the Advance/Newhouse Systems in 2002, the Cable
segment’s results reflect the deconsolidation of the operating results of the Advance/Newhouse Systems for all periods presented. For 2001, the net
impact of the deconsolidation of these systems was a reduction of the Cable segment’s revenues, EBITDA and operating income of $1.247 billion,
$571 million and $313 million, respectively. For 2000, there was no impact because the Company’s interest in the Advance/Newhouse Systems
were acquired in the Merger.
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Historical Discussion

Consolidated Resufts

Revenues. AOL Time Warner’s revenues increased to $37.166 billion in 2001, compared to $7.605 bil-
lion in 2000. The increase in revenues predominantly relates to the impact of the Merger. In addition, the
AOL segment, which represents the only current business segment included in the 2000 operating results,
increased its revenues to $8.615 billion in 2001 from $7.605 billion in 2000.

Intersegment Revenues. Intersegment revenues increased to $2.011 billion in 2001 compared to $0 in
2000. The increase in intersegment revenues relates entirely to the impact of the Merger. Since intersegment
revenues are eliminated in consolidation, they do not impact the Company’s consolidated results.

Corporate. Corporate EBITDA loss increased to $294 million in 2001 from $79 million in 2000. The
increase in EBITDA loss primarily relates to the impact of the Merger.

Mevger and Restructuring Costs. Merger and restructuring costs were $250 million in 2001 compared to
$10 million in 2000. The merger and restructuring costs of $250 million in 2001 related to $153 million of
employee termination benefits, primarily at the ACL segment, and $97 million of other exit costs, including
contractual terminations for various leases and contractual commitments for terminated products (i.e., the
termination of the iPlanet alliance with Sun Microsystems Inc.) The merger and restructuring costs in 2000
primarily related to certain acquisitions made by AOL under the pooling-of-interests method of accounting
and consisted of expenses directly related to those transactions (Note 3).

EBITDA. AQOL Time Warner’s EBITDA increased to $9.054 billion in 2001 from $2.209 billion in
2000. The increase in overall EBITDA primarily relates to the impact of the Merger. In addition, the AOL
segment, which represents the only business segment included in the 2000 operating results, increased its
EBITDA to $2.914 billion in 2001 from $2.298 billion in 2000.

Depreciation Expense. Depreciation expense increased to $1.750 billion in 2001 from $344 million in
2000. The increase in depreciation expense of $1.406 billion primarily relates to the impact of the Merger,
including the impact of acquiring the Cable segment, which contributed $893 million to depreciation expense
in 2001, as well as the impact of acquiring the Filmed Entertainment segment of $89 million, the Networks
segment of $159 million, the Music segment of $97 million, the Publishing segment of $70 million and
Corporate segment of $20 million.

Amortization Expense. Amortization expense increased to $7.186 billion in 2001 from $99 million in
2000. This increase in amortization expense of $7.087 billion primarily relates to goodwill and other intangible
assets recorded as part of the Merger, including the impact of the Cable segment of $2.483 billion, the Filmed
Entertainment segment of $478 million, the Networks segment of $1.966 billion, the Music segment of
$820 million, the Publishing segment of $935 million and the Corporate segment of $363 miilion.

Operating Income. AOL Time Warner’s operating income was $118 million in 2001, compared to
$1.766 billion in 2000. The decrease primarily related to an increase in both depreciation and amortization
expense, which is discussed above, offset in part by an increase in EBITDA, primarily related to the impact of
the Merger.

Interest Income (Expense), Net. Interest expense, net, increased to $1.353 billion in 2001 from interest
income, net, of $2735 million in 2000. The increase in interest expense, net, predominantly relates to Time
Warner’s debt assumed in the Merger.

QOther Income {Expense), Net. Other expense, net, increased to $3.567 billion in 2001 from $208 mil-
lion in 2000. Other expense, net, increased primarily because of higher pretax non-cash charges to reduce the
carrying value of certain publicly traded and privately held investments, restricted securities and investments
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accounted for using the equity method of accounting, and to reflect market fluctuations on equity derivative
instruments. In 2001, these charges were $2.532 billion, including approximately $1.2 billion related to AOL
Time Warner’s investment in Time Warner Telecom, $270 million related to AOL Time Warner’s investment
in Hughes and $49 million of pretax losses related to market fluctuations on equity derivative instruments. In
2000, these charges amounted to $535 million, including $70 million of pretax losses related to market
fluctuations on equity derivative instruments. In addition, other expense, net, increased due to an increase in
losses from equity method investees of $912 million, which primarily related to the amortization of goodwill
included in the carrying value of such investments. Thcse equity method investments were acquired in the
Merger.

Minority Interest Income. Minority interest income increased to $46 million in 2001, compared to $0 in
2000. The increase in minority interest income relates to the impact of the Merger and the recognition of
minority interest income (expense) related to Time Warner’s partially owned consolidated subsidiaries,
including the impact of income or losses attributable to the minority partners of TWE and The WB Network.

Income Tax Provision. AQOL Time Warner had income tax expense of $139 million in 2001, compared
to $712 million in 2000. The Company’s pretax income (loss) was $(4.756) billion in 2001 compared to
$1.833 billion in 2000. Applying the 35% U.S. federal statutory rate to pretax income would result in an
income tax benefit (expense) of $1.665 billion in 2001 and $(642) million in 2000. However, the Company’s
income tax expense differs from these amounts as a result of several factors including, non-temporary
differences (i.e., certain financial statement expenses that are not deductible for income tax purposes), foreign
income taxed at different rates and state and local income taxes. The most significant. non-temporary
difference in 2001 relates to approximately $5.3 billion of non-deductible amortization of goodwill. In 2000,
the difference between the $642 million at the U.S, federal statutory rate and the $712 million of income tax
expense primarily relates to $35 million of state and local taxes, net of federal tax benefits.

As of December 31, 2001, the Company had net operating loss carryforwards of approximately
$12 billion, primarily resulting from stock.option exercises. These carryforwards are available to offset future
U.S. Federal taxable income and are therefore expected to reduce Federal taxes paid by the Company. If the
net operating losses are not utilized, they expire in varying amounts, starting in 2010 through 2021. To the
extent that net operating loss carryforwards, when reahzed relate to stock option deductlons the resulting
benefits will be credited to shareholders’ equity.

Net Income (Loss) and Net Income (Loss) Per Common Share. AOL Time Warner’s net loss was
$4.934 billion in 2001, compared to net income of $1.121. billion in 2000. Basic and diluted net loss per
common share was $1.11 in 2001, compared to basic earnings per share of $0.48 and diluted earnings per share
of $0.43 in 2000.

Excluding the net loss from discontinued operations of $39 million in 2001, the Company’s net loss from
continuing operations was $4.895 billion in 2001 compared to net income of $1.121 billion in 2000. The net
loss from continuing operations in 2001 includes pretax charges of $2.532 billion relating to the writedown of
investments and pretax charges of $250 million relating to merger and restructuring costs. The net income
from continuing operations in 2000 includes pretax charges of $535 million relating to the writedown of
investments, pretax charges of $10 million relating to merger and restructuring costs and pretax investment-
related gains of $275 million. The impact of the aforementioned items was a net loss of $1.670 billion in 2001
and $163 million in 2000. In addition to the impact of these items, earnings decreased primarily as a result of
the previously discussed increases in depreciation and amortization expense, interest expense, net, other
expense, net, and minority interest expense, net, offset in part by an increase in EBITDA.
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Business Segment Results

" AOL. Revenues increased to $8.615 billion in 2001, compared to $7.605 billion in 2000. EBITDA
increased to $2.914 billion in 2001, compared to $2.298 billion in 2000. Operating income increased to
$2.351 billion in 2001 from $1.855 billion in 2000. Revenues increased due to a 12% increase in subscription
revenues (from $4.777 billion to $5.353 billion), a 14% increase in advertising and commerce revenues (from
$2.273 billion to $2.585 billion) and a 22% increase in content and other revenues (from $555 million to $677
million). ‘ '

The growth in subscription revenues was principally due to an increase in domestic subscribers and a
price increase of $1.95 per month in AQL’s unlimited usage plan for the domestic AOL service that became
effective in billing cycles after July 1, 2001. The positive impact of the price increase was partially offset by an
increase in certain marketing programs designed to introduce the AOL service to new members, including
certain bundling programs with computer manufacturers that generate lower subscription revenues during
introductory periods and the sale of bulk subscriptions at a discounted rate to AOL’s strategic partners for
distribution to their employees. The growth in advertising and commerce revenues resulted from a general
increase in advertising in the first half of 2001, the recognition of revenues related. to advertising provided
pursuant to contractual commitments entered into in prior periods, including amounts earned in connection
with the early settlement of certain of those contracts, an increase in intercompany sales of advertising to other
business segments of ACL Time Warner-($222 million in 2001 versus $0 in 2000) and increased commerce
revenues from the expansion of the Company’s merchandise business. In addition, advertising and commerce
revenues benefited from third-party advertising packages sold across multiple business segments of the
Company. While AOL’s advertising revenues grew for the year, it experienced a decline in advertising during
the fourth quarter due to a general weakness in the advertising market. -

The increase in content and other revenues is primarily due to amounts earned in connection with the
restructuring of a software licensing arrangement, which resulted from the termination of AOL’s iPlanet
alliance with Sun Microsystems, Inc. The three-year alliance that was originally scheduled to conclude in
March 2002 was restructured when the Company was unable to extend or renew the technology-based alliance
under favorable terms. ACL continues to own certain software products it had contributed to the iPlanet
alliance. During 2001, including amounts earned in connection with the restructuring; the iPlanet alliance
contributed $410 million of revenue and $328 million of EBITDA that will not continue in 2002.

The 27% growth in EBITDA in 2001 is primarily due to the revenue growth, reduced general and
administrative costs and the continued decline in network costs on a per subscriber basis. The advertising
revenue generated from intercompany sales of advertising to other business segments of AGL Time Warner
did not significantly impact EBITDA as it was substantially offset by costs associated with increased
intercompany advertising purchased on properties of other AGL Time Warner business segments. ACL’s
operating results also benefited from cost management initiatives entered into during the year and a reduction
in bad debt expense associated with an improvement in cash collections. The increase in operating income is
due primarily to the increase in EBITDA, offset in part by an increase in depreciation and amortization
expense.

Time Warner Segments. AQOL Time Warner’s Cable, Filmed Entertainment, Networks, Music and
Publishing segments were acquired in the Merger. As such, the results of operations of these segments were
not included in the historical 2000 results of operations and, therefore, the increases in each segment’s
revenues and EBITDA are the direct result of the Merger. For a more detailed discussion of the results of
operations for these segments, see the supplemental pro forma discussion below.

34




AOL TIME WARNER INC.
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION (Continued)

2001 vs. 2000 Pro Forma (Unaudited)
) t Years Ended Decémber 31,

Revenues EBITDA® Operating income (loss)

2001 2000® @ 2001 2000 2001 2000
Historieal Pro Forma Historical Pro Forma Historical Pro Forma

(millions)

AOL ... ... ... $ 8,615 $ 7,605 $2,914 $2,298 $2,351 $1,855
Cable@ .. .. .. P 6,028 5247 2,628 2,376 (748) (892)

Filmed Entertainment ............ 8,759 8,119 1,017 796 450 181
Networks . ........... ... 0. 7,050 6,302 1,797 1,502 (328) (599)
Music.............. e - 4,036 4,268 419 518 (498) (288)
Publishing ................... ... 4,689 4525 909 747 (96) (137)
Corporate ...................... . — (294) (304) (677) (608)
Merger-related costs ....... s — — (250) (155) (250) (155)
Intersegment elimination .......... © (2,011) (1,242) (86) (46) (86) (46)
Total ... ... ... ... ... ... .. ... .. $37,166 " $35,324 $9,054 $7,732 $ 118 $ (689)

=

EBITDA reflects operating income (loss) before deprematlon expense "$1.750 billion in 2001 and $1.452 billion in 2000 on a pro forma basis and
amortization expense of $7.186 billion in 2001 and $6.969 biltion in 2000 on a pro forma basis.

.Revenues reflect the provisions of EITF 01-09 and EITF 01-14 that were adopted by the Company in the first quarter of 2002, which require retroactive
restatement of 2001 and 2000 to reflect the new accounting provisions. As a result, the net impact of EITF 01-09 and EITF 01-14 was to increase
revenues and costs by equal amounts of $193 million for 2001 and reduce revenues and costs by equal amounts of $241 million on a pro formd basis for
2000. In addition, revenues reflect SAB 101, which was retroactively adopted by the Company in the fourth quarter of 2000. The impact of SAB 101 was
to reduce revenues and costs by equal amounts of $359 million on a pro forma basis for 2000.

In order to enhance comparability, unaudited pro forma financial information for 2000 is provided supplementally as if the America Online-Time Warner
merger had occurred at the beginning of 2000.

As a result of Advance/Newhouse assuming responsibility for the day-to-day operations of the Advance/Newhouse Systems in 2002, the Cable segment’s
results reflect the deconsolidation of the operating results of the Advance/Newhouse Systems for all periods presented. For 2001, the net impact of the
deconsolidation of these systems was a reduction of the Cable segment’s revenues, EBITDA and operating income of $1.247 billion, $571 million and
$313 million, respectively. For 2000 on a pro forma basis, the net impact of the deconsolidation of the Advance/Newhouse Systems was a reduction of the
Cable segment’s previously reported revenues, EBITDA and operating income of $1.058 billion, $483 million and $255 million, respectively. In addition,
EBITDA includes pretax gains of $28 million in 2000 on a pro forma basis relating to the sale or exchange of certain consolidated cable television systems,

(b,

@

(@

Supplemental Unaudited Pro Forma Discussion

The pro forma information is presented for informational purposes only and is not necessarily indicative
of the results of operations of AOL Time Warner that would have occurred had the Merger been
consummated on January 1, 2000. In addition, the pro forma operating results are not necessarily indicative of
the future operating results of AOL Time Warner. Management expects that the strategic benefits of the
Merger will result in incremental revenue and cost-savings opportunities; however, such' incremental revenues
or cost savings have not been reflected in the pro forma operating results. In addition, pro forma amortization
expense is reflective of a prehmlnary purchase price allocation. However, the final allocation of purchase price
did not result in amort1zat10n expense materially dlﬁ”erent from the amounts reflected in the 2000 pro forma
results.

Pro forma adjustments to record the Merger as of December 31, 2000 reflect:
- the issuance of approximately 2.0 billion shares of AOL Time Warner common stock and AOL
Time Warner Series LMCN-V common stock in exchange for all of the 1.3 billion outstanding

shares of Time Warner common stock and Series LMCN-V common stock;

35




AOCL TIME WARNER INC.
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION (Continued)

« the issuance of approximately 3.1 million shares of AOL Time Warner preferred stock in
exchange for all of the 3.1 million outstanding shares of Time Warner preferred stock;

¢ the issuance of options to purchase approximately 190.5 million shares of AOL Time Warner
commion stock in exchange for all of the outstanding options to purchase 127 million shares of
Time Warner common stock;

o the issuance of approximately 1.2 million shares of AOL Time Warner restricted common stock in
exchange for all of the approximately 800 thousand outstanding shares of Time Warner restricted
common stock; and

s the incurrence of an additional $100 million of transaction costs by AQOL Time Warner, including
legal and investment banking fees, that had not been recorded as of December 31, 2000.

Significant Transactions and Other Items Affecting Comparability

The following significant transactions and other items affecting comparability for 2000 on a pro forma
basis, which are presented as if the Merger occurred on January 1, 2000, are provided supplementally to
enhance the comparability of the Company’s operating results.

For the year ended December 31, 2000 on a pro forma basis, these items included (i) merger and
restructuring costs of approximately $155 million, primarily relating to accounting, legal and regulatory costs
incurred by Time Warner directly resulting from the Merger, (ii) non-cash pretax charges of $799 million,
including $729 million to reduce the carrying value of certain investments that experienced other-than-
temporary declines in market value (including $220 million related to AOL Time Warner’s investment in
Columbia House), and $70 million to reflect market fluctuations in equity derivative instruments, (iii). net
pretax gains of approximately $387 million related to the sale or exchange of various cable television systems
and other investments, (iv) a $50 million pretax charge relating to the Six Flags Entertainment Corporation
(“Six Flags”) litigation and (v) a pretax charge of $41 million in connection with the Road Runner
restructuring in 2000.

Consolidated Results

Revenues. * AOL Time Warner’s revenues increased to $37.166 billion in 2001, compared to $35.324 bil-
lion on a pro forma basis in 2000. This overall increase in revenues was driven by an increase in subscription
revenues of 12% to $15.657 billion and an increase in content and other revenues of 4% to $13.249 billion,
offset in part by a decrease in advertising and commerce revenues of 3% to $8.260 billion.

As discussed more fully below, the increase in subscription revenues was principally due to an increase in
the number of subscribers at the AOL, Cable, Networks and Publishing segments and an increase in
subscription rates at the AOL, Cable and Networks segments. The increase in content and other revenues was -
principally due tc increased revenues at the Filmed Entertainment segment related to the theatrical success of
Harry Potter and the Sorcerer’s Stone, Ocean’s Eleven, Rush Hour 2 and The Lord of the Rings: The
Fellowship of the Ring. These increases were offset, in part, by lower revenues at the Music segment resulting
from the negative effect of changes in foreign currency rates on international recorded music sales and lower
industry-wide recorded music sales. The decline in advertising and commerce revenues was principally due to
the continued overall weakness in the advertising market. Additionally, commerce revenues declined due to
the absence of revenues from the Filmed Entertainment Studio Stores operations, which the Company closed
in 2001. ‘

- While advertising revenues declined overall, certain segments and businesses of AOL Time Warner
experienced an increase in advertising revenues. Specifically, and as discussed in more detail below under
Business Segment Results, advertising revenues increased at the ACL and Cable segments, and at The WB
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Network. Contributing to the advertising revenues at the segment level is an increase in intercompany
advertising transactions. In particular, the Company’s segments experienced an increase in intercompany
advertising revenue of $396 million, to $474 million in 2001 from $78 million in 2000 on a pro forma basis.
The amount of intercompany advertising represents a small portion of AOL Time Warner’s total advertising
spending (approximately 10%). In addition to the intercompany advertising, AOL Time Warner recognized
advertising expense of approximately $3.757 billion in 2001, making AOL Time Warner one of the largest
advertisers in the United States. Consistent with its belief in the effectiveness of advertising on AOL Time
Warner properties, the Company will continue to re-direct, where appropriate, its own advertising to AOL
Time Warner properties. This strategy has served to enhance the overall operating efficiencies and profitability
of the Company through the cross-promotion of each segment’s products and services. While these
intercompany transactions are eliminated on a consolidated basis and, therefore, do not themselves impact
consolidated revenues and EBITDA, to the extent third-party advertising spending has been substituted with
advertising on AOL Time Warner properties, the Company’s consolidated advertising expense, which reflects
its level of spending with third parties, has been reduced and, as a result, the consolidated EBITDA and
related profit margin have benefited.

Intersegment Revenues. AOL Time Warner’s intersegment revenues increased to $2.011 billion in 2001
compared to $1.242 billion on 2 pro forma basis in 2000. The increase in intersegment revenues was principally
due to increases in DVD manufacturing provided by the Music segment to the Filmed Entertainment segment
and film product sold by the Filmed Entertainment segment to the Networks segment. In addition,
intersegment Advertising and Commerce revenues increased to $474 million in 2001 from $78 million on a pro
forma basis in 2000. Since intersegment revenues are eliminated in consolidation, they do not impact the
Company’s consolidated results.

Corporate. AOL Time Warner's corporate EBITDA loss decreased slightly ($294 million in 2001
compared to $304 million on a pro forma basis in 2000).

Merger and Restructuring Costs. Merger and restructuring costs were $250 million in 2001 compared to
$155 million on a pro forma basis in 2000. The merger and restructuring costs of $250 million in 2001 related
to $153 million of employee termination benefits, primarily at the AOL segment, and $97 million of other exit
costs, including contractual terminations for various leases and contractual commitments for terminated
products (i.e., the termination of the iPlanet alliance with Sun Microsystems Inc.) The merger and
restructuring costs on a pro forma basis in 2000 primarily related to direct costs incurred by Time Warner in
connection with the Merger (Note 3).

EBITD4. AOL Time Warner's EBITDA increased to $9.054 billion in 2001 from $7.732 billion on a
pro forma basis in 2000. The increase was principally due to an increase in EBITDA at all of the Company’s
segments, with the exception of Music, a decrease in corporate expenses, offset in part by an increase in
merger and restructuring costs. The changes in EBITDA at the business segments are discussed in detail
under “Business Segment Results.”

Depreciation Expense. Depreciation expense increased to $1.750 billion in 2001 from $1.452 billion on a
pro forma basis in 2000. This increase reflects higher levels of capital spending at the Cable segment related to
the roll-out of digital services over the past three years.

Amortization Expense. Amortization expense increased to $7.186 biilion in 2001 from $6.969 billion on
a pro forma basis in 2000. The increase was primarily due to goodwill generated from certain restructuring
liabilities that were committed to by management in 2001 and recorded as liabilities assumed in the purchase
of Time Warner, and the absence in 2000 of a full year of amortization related to minor acquisitions
consummated in late 2000 that were accounted for using the purchase method of accounting.
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Operating Income (Loss}). AOL Time Warner’s operating income was $118 million in 2001, compared
to an operating loss of $689 million on a pro forma basis in 2000. The improvement was primarily related to an
increase in EBITDA, which is discussed in detail under “Business Segment Results,” offset in part by an
increase in depreciation and amortization expense discussed above.

Interest Expense, Net. Interest expense, net, increased slightly to $1.353 billion in 2001, from
$1.340 billion on a pro forma basis in 2000, principally due to increased debt levels, offset in part by lower
market interest rates in 2001.

Other Expense, Net. Other expense, net, increased to $3.567 billion in 2001 from $1.357 billion on a pro
forma basis in 2000. Other expense, net, increased primarily because of higher pretax non-cash charges to
reduce the carrying value of certain publicly traded and privately held investments, restricted securities and
investments accounted for using the equity method of accounting and to reflect market fluctuations in equity
derivative instruments. In 2001, these charges were approximately $2.532 billion, including approximately
$1.2 billion related to AOL Time Warner’s investment in Time Warner Telecom, approximately $270 million
related to AOL Time Warner’s investment in Hughes and $49 million of pretax losses related to market
fluctuations on equity derivative instruments. In 2000, on a pro forma basis, these charges amounted to
$799 million, including approximately $220 million related to AOL Time Warner's investment in Columbia
House. In addition, other expense, net, in 2001 was higher due to the absence in 2001 of approximately
$359 million of pretax gains on the sale or exchange of certain Time Warner investments in 2000.

Minority Interest Income. Minority interest income increased to $46 million in 2001, compared to
$31 million on a pro forma basis in 2000. Minority interest income increased principally due to lower
distributions on preferred trust securities, which were redeemed in the first quarter of 2001, offset in part by
the allocation of pretax gains related to the exchange of various unconsolidated cable television systems in
2001 at TWE attributable to the minority owners of TWE and a higher allocation of losses in 2000 to a
minority partner in The WB Network.

Income Tax Provision. AOL Time Warner had income tax expense of $139 million in 2001, compared
to $559 million on a pro forma basis in 2000. The Company’s pretax loss was $4.756 billion in 2001 compared
to $3.355 billion on a pro forma basis in 2000. Applying the 35% U.S. federal statutory rate to pretax income
would result in an income tax benefit of $1.665 billion in 2001 and $1.174 billion on a pro forma basis in 2000.
However, the Company’s income tax expense differs from these amounts as a result of several factors
including, non-temporary differences (i.e., certain financial statement expenses that are not deductible for
income tax purposes), foreign income taxed at different rates and state and local income taxes. The most
significant non-temporary difference in 2001 and 2000 relates to approximately $5 billion of non-deductible
amortization of goodwill in both 2001 and 2000 on a pro forma basis.

Net Loss Applicable to Common Shares and Net Loss Per Common Share. AOL Time Warner’s net
loss applicable to common shares from continuing operations was $4.895 billion in 2001, compared to
$3.928 billion in 2000 on a pro forma basis. Basic and diluted net loss per common share was $1.11 in 2001
compared to $0.91 in 2000 on a pro forma basis.

The net loss applicable to common shares from continuing operations in 2001 includes pretax charges of
$2.532 billion relating to the writedown of investments and pretax charges of $250 million relating to merger
and restructuring costs. The net loss applicable to common shares from continuing operations in 2000 includes
pretax charges of $799 million relating to the writedown of investments, pretax charges of $155 million relating
to merger and restructuring costs, pretax investment-related gains of $387 million, a pretax charge of
$50 million relating to the Six Flags litigation and a pretax charge of $41 million in connection with the Road
Runner restructuring in 2000. The impact of the aforementioned items was a net loss of $1.670 billion in 2001
and $428 million in 2000. In addition to the impact of these items, earnings improved primarily as a result of
the previously discussed increase in EBITDA, offset in part by higher depreciation and amortization expense.
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Business Segment Results

AOL. Revenues increased to $8.615 billion in 2001, compared to $7.605 billion in 2000. EBITDA
increased .to $2.914 billion in 2001, compared to $2.298 billion in 2000. Operating income increased to
$2.351 billion in 2001 compared to $1.855 billion in 2000 on a pro forma basis. Revenues increased due to a
12% increase in subscription revenues (from $4.777 billion to $5.353 billion), a 14% increase in advertising
and commerce revenues (from $2.273 billion to $2.585 billion) and a 22% increase in content and other
revenues (from $555 million to $677 million).

The growth in subscription revenues was principally due to an increase in domestic subscribers and a
price increase of $1.95 per month in AOL’s unlimited usage plan for the domestic AOL service that became
effective in billing cycles after July 1, 2001. The positive impact of the price increase was partially offset by an
increase in certain marketing programs designed to introduce the AOL service to new members, including
certain bundling programs with computer manufacturers that generate lower subscription revenues during
introductory. periods and the sale of bulk subscriptions at a discounted rate to AOL’s strategic partners for
distribution to their employees. The growth in advertising and commerce revenues resulted from a general
increase in advertising in the first half of 2001, the recognition of revenues related to advertising provided
pursuant to contractual commitments entered into in prior periods, including amounts earned in connection
with the early settlement of certain of those contracts, an increase in intercompany sales of advertising to other
business segments of AOL Time Warner ($222 million in 2001 versus $0 on a pro forma basis in 2000) and
increased commerce revenues from the expansion of the Company’s merchandise business. In addition,
advertising and commerce revenues benefited from third-party advertising packages sold across multiple
business segments of the Company. While AOL’s advertising revenues grew for the year, it experienced a
decline in advertising during the fourth quarter due to a general weakness in the advertising market.

The increase in content and other revenues is primarily due to amounts earned in connection with the
restructuring of a software licensing arrangement, which resulted from the termination of AOL’s iPlanet
alliance with Sun Microsystems, Inc. The three-year alliance that was originally scheduled to conclude in
March 2002 was restructured when the Company was unable to extend or renew the technology-based alliance
under favorable terms. ACL continues to own certain software products it had contributed to the iPlanet
alliance. During 2001, including amounts earned in connection with the restructuring, the iPlanet alliance
contributed $410 million of revenue and approximately $328 million of EBITDA that will not continue in
2002.

The 27% growth in EBITDA in 2001 is primarily due to the revenue growth, reduced general and
administrative costs and the continued decline in network costs on a per subscriber basis. The advertising
revenue generated from intercompany sales of advertising to other business segments of AOL Time Warner
did not significantly impact EBITDA as it was substantially offset by costs associated with increased
intercompany advertising purchased on properties of other AOL Time Warner business segments. AOL’s
operating results also benefited from cost management initiatives entered into during the year and a reduction
in bad debt expense associated with an improvement in cash collections. The increase in operating income is
due primarily to the increase in EBITDA, offset in part by an increase in depreciation and amortization
expense.

Cable. Revenues increased to $6.028 billion in 2001, compared to $5.247 billion on a pro forma basis in
2000. EBITDA increased to $2.628 billion in 2001 from $2.376 billion on a pro forma basis in 2000. Operating
loss decreased to $748 million in 2001, compared to $892 million in 2000 on a pro forma basis. Revenues
increased due to a 13% increase in subscription revenues (from $4.837 billion to $5.482 billion) and a 33%
increase in advertising and commerce revenues (from $410 million to $546 million).

The increase in subscription revenues was due to higher basic cable rates, an increase in subscribers to
high-speed online services, an increase in digital cable subscribers and, to a lesser degree, a marginal increase

39




AOL TIME WARNER INC.
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION (Continued)

in basic cable subscribers. The increase in advertising and commerce revenues was primarily related to
advertising purchased by programming vendors to promote their channel launches ($106 million in 2001
versus $38 million on a pro forma basis in 2000), the intercompany sale of advertising to other business
segments of ACGL Time Warner ($58 million in 2001 versus $5 million on a pro forma basis in 2000) and a
general increase in advertising sales. The operating results of the Cable segment were affected by pretax gains
of approximately $28 million recognized in 2000 relating to the sale or exchange of various consolidated cable
television systems. Excluding these gains, EBITDA increased principally as a result of the revenue gains and
improved margins related to the high-speed online services, offset in part by an increase in programming costs
related to general programming rate increases across both the basic and digital services and the roll-out of
digital services, including the addition of new channels that are available only on the digital service. This
increase in programming costs is expected to continue into the near term as general programming rates are
expected to continue to increase and digital services continue to be rolled out. The decline in operating loss is
primarily the result of the increase in EBITDA offset in part by an increase in depreciation expense, reflecting
higher levels of capital spending related to the roli-out of digital services over the past three years.

" Filmed Entertainment. Revenues increased to $8.759 billion in 2001, compared to $8.119 biilion on a
pro forma basis in 2000. EBITDA increased to $1.017 billion in 2001, compared to $796 million on a pro
forma basis in 2000. Operating income increased to $450 million in 2001, compared to $181 million in 2000 on
a pro forma basis. Revenues and EBITDA grew due to increases at both Warner Bros. and the filmed
entertainment businesses of Turner Broadcasting System, Inc. (the “Turner filmed entertainment busi-
nesses’’). The Turner filmed entertainment businesses include New Line Cinema, Castle Rock and the former
film and television libraries of Metro-Goldwyn-Mayer, Inc. and RKO pictures.

For Warner Bros., revenues increased related to the theatrical successes of Harry Potier and the
Sorcerer’s Stone, Ocean’s Eleven and Cats & Dogs. Revenues also benefited from the increased domestic
distribution of theatrical product, principally due to higher DVD sales, and syndication revenues to broadcast
Friends. This benefit was offset in part by lower revenues in Warner Bros.” retail operations related to the
closure of its Studio Stores. For the Turner filmed entertainment businesses, revenues increased primarily due
to New Line Cinema’s theatrical successes of The Lord of the Rings: The Fellowship of the Ring and Rush
Hour 2, higher domestic DVD sales (including the domestic release of Rush Hour 2 late in 2001), as well as
significant syndication revenues to broadcast Seinfeld. For Warner Bros., EBITDA and operating income
increased principally due to the increased revenues, reduced losses from the closure of the Studio Store
operations and reduced expenses for online development, offset in part by higher film costs, including higher
advertising and distribution costs, because of an increase in the performance, number and timing of new
theatrical releases in comparison to the prior year. For the Turner filmed entertainment businesses, EBITDA
and operating income increased principally due to the increased revenues, offset in part by higher film costs
due to improved film performance in comparison to the prior year.

Networks., Revenues increased to $7.050 billion in 2001, compared to $6.802 billion on a pro forma
basis in 2000. EBITDA increased to $1.797 billion in 2001 from $1.502 billion on a pro forma basis in 2000.
Operating loss decreased to $328 million in 2001, compared to $599 million in 2000 on a pro forma basis.
Revenues grew primarily due to an increase in subscription revenues with growth at both the Turner cable
networks and HBO, an increase in advertising and commerce revenues at The WB Network and an increase in
content and other revenues at HBO, offset in part by lower advertising and commerce revenues and lower
content and other revenues at the Turner cable networks.

For the Turner cable networks, subscription revenues benefited from an increase in the number of
subscribers and higher rates, primarily led by revenue increases at TNT, CNN, TBS Superstation and
Cartoon Network. Advertising and commerce revenues declined due to the continued overall weakness in the
advertising market. This decline was offset in part by the intercompany sale of advertising to other business
segments of AOL Time Warner ($120 million in 2001 versus $38 million on a pro forma basis in 2000). The
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decline in content and other revenues is due to the absence in 2001 of revenues from World Championship
Wrestling, an underperforming operation that the Company exited in 2001. For HBO, subscription revenues
benefited from an increase in the number of subscribers and higher rates. Content and other revenues
benefited from higher home video sales of HBO’s original programming. For The WB Network, the increase
in advertising and commerce revenues was driven by increased advertising rates and ratings in key
demographic groups and the intercompany sale of advertising to other business segments of AOL Time
Warner ($37 million in 2001 versus $6 million on a pro forma basis in 2000).

EBITDA was higher and operating loss decreased due to improved results at the Turner cable networks,
HBO and The WB Network. For the Turner cable networks, the increase in EBITDA and decrease in
operating loss was principally due to-the increased subscription revenues, the absence of losses from World
Championship Wrestling, lower programming and marketing costs and lower administrative and operating
expenses from certain cost reduction initiatives, offset in part by the advertising and commerce revenue
declines and to a lesser degree higher newsgathering costs! For HBO, the increase in EBITDA and operating
income was principally due to the increase in revenues and increased cost savings from HBO’s overhead cost
management program. For The WB Network, the EBITDA and operating loss improvement was principally
due to the increase in advertising and commerce revenues.

Music. Revenues decreased to $4.036 billion in 2001, compared to $4.268 billion on a pro forma basis in
2000. EBITDA decreased to $419 million in 2001 from $518 million on a pro forma basis in 2000. Operating
loss increased to $498 million in 2001, compared to $288 million in 2000 on a pro forma basis. Revenues
decreased primarily due to the negative effect of changes in foreign currency exchange rates on international
operations and lower industry-wide recorded music sales. The decrease in EBITDA principally related to the
reduction in revenues, higher marketing costs, including the cost of promoting new artists, and higher
provisions for bad debts, reflecting the difficult industry-wide retail environment. This was offset in part by
higher income from DVD manufacturing operations and lower artist royalty costs driven by the lower
revenues. The increase in operating loss was primarily the result of the decrease in EBITDA and increase in
amortization expense. Despite the industry-wide sales decline, the Music segment increased its domestic
market share to 16.8%, coming in second place for the year in total industry sales.

Publishing. Revenues increased to $4.689 billion in 2001, compared to $4.523 billion on a pro forma
basis in 2000. EBITDA increased to $909 million in 2001 from $747 million on a pro forma basis in 2000.
Operating loss decreased to $96 million in 2001, compared to $137 million in 2000 on a pro forma’ basis.
Revenues increased primarily from a 2% increase in magazine advertising and commerce revenues and a 14%
increase in magazine subscription revenues, offset in part by a decline in content and other revenues.
Magazine advertising and commerce revenues and magazine subscription revenues benefited from the
acquisition of the Times Mirror magazines group (“Time4 Media”) in the fourth quarter of 2000 and the
acquisition of IPC in the fourth quarter of 2001. In addition, magazine advertising and commerce revenues
benefited from higher commerce revenues from direct marketing efforts at Time Life and the intercompany
sale of advertising to other business segments of AOL Time Warner ($37 million in 2001 versus $29 million
on a pro forma basis in 2000}, offset in part by the overall weakness in the advertising market. In addition to
the acquisition of Time4 Media and IPC, magazine subscription revenues increased due to the sale of special
issues covering the September 11th terrorist attacks. EBITDA increased principally as a result of the increase
in revenues, increased cost savings and the absence in 2001 of online development costs and losses associated
American Family Enterprises. The decrease in operating loss was primarily the result of the increase in
EBITDA, offset in part by an increase in amortization expense.
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FINANCIAL CONDITION AND LIQUIDITY
December 31, 2002

Current Financial Condition

At December 31, 2002, ACL Time Warner had $27.5 billion of debt, $1.7 billion of cash and equivalents
(net debt of $25.8 billion, defined as total debt less cash and equivalents) and $52.8 billion of shareholders’
equity, compared to $22.8 billion of debt, $719 million of cash and equivalents (net debt of $22.1 billion), and
$152.0 billion of shareholders’ equity at December 31, 2001. In addition, as of December 31, 2002, ACL
Europe had $803 million, including accrued dividends, of redeemable preferred securities outstanding, which
is classified as minority interest in the accompanying consolidated balance sheet. These securities are required
to be redeemed by the Company in April 2003 in cash, ACL Time Warner common stock, or a combination
thereof, at the discretion of the Company. :

In January 2003, pursuant to a previously negotiated agreement and as previously disclosed, TWE
acquired an additional 11% interest in The WB Network from certain executives of The WB Network, for
$128 million in cash. The Company also made cash contributions to its defined benefit pension plans of $257
million in January 2003. In addition, in January 2003, the Company redeemed $372 million principal amount
outstanding of 6.85% debentures due 2026 of Time Warner Companies, Inc., a wholly owned subsidiary of the
Company. The Company paid $384 million to redeem the debentures, including accrued and unpaid interest
to the date of redemption.

As discussed in more detail below, management believes that AOL Time Warner’s operating cash flow,
cash and equivalents, borrowing capacity under the 2002 Credit Agreements and availability under its
.commercial paper programs are sufficient to fund its capital and liquidity needs for the foreseeable future.

Cash Flows
Operating Activities

Cash provided by operations increased to $7.032 billion in 2002, compared to $5.281 billion in 2001. The
growth in cash flow from operations related to over $1.6 billion of improvements in working capital and a
decrease in payments for income taxes and restructuring liabilities, offset in part by a decrease in EBITDA,
the consolidation of losses at AOL Europe and Road Runner and an increase in interest payments. The
improvements in working capital are related to reduced working capital needs in the current period compared
to increased working capital needs in the prior period. Working capital needs are subject to wide fluctuations
based on the timing of cash transactions related to production schedules, the acquisition of programming,
collection of sales proceeds and similar items. The current period benefits may reverse in future periods.

Cash provided by operations- of $7.032 billion in 2002 reflected $8.722 billion of EBITDA, fless
$1.551 billion of net interest payments, $278 million of net income taxes paid and $670 million of payments to
setfle merger and restructuring liabilities. Cash flow from operations also reflects a reduction in other working
capital requirements of $809 million.

* Cash provided by operating activities of $5.281 billion in 2001 reflected $9.054 billion of ERITDA, less
$1.199 billion of net interest payments, $340 million of net income taxes paid, $1.408 billion of payments to
settle restructuring and merger-related liabilities and $826 million related to an increase in other working
capital requirements.

Investing Activities

Cash used by investing activities was $10.460 billion in 2002, compared to $5.257 billion in 2001. The
increase in cash used by investing activities is primarily due to the increased cash used for acquisitions and
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investments, principally the acquisition of Bertelsmann’s interest in AOL Europe in 2002. Also contributing to
the increase is the absence in 2002 of proceeds from the sale of short-term investments that occurred in 2001
(primarily money market investments held by America Online at the time of the Merger).

Cash used by investing activities of $10.460 billion in 2002 reflected $7.779 billion of cash used for
acquisitions and investments (including $6.75 billion related to the acquisition of Bertelsmann’s interest in
ACL Europe, with the remainder relating to the acquisition or funding of consolidated and unconsolidated
investments) and $3.229 billion of total capital expenditures and product development costs, offset in part by
$548 million of proceeds received from the sale of investments.

Cash used by investing activities of $5.257 billion in 2001 reflected $4.177 billion of cash used for
acquisitions and investments (including approximately $1.6 billion for the acquisition of IPC and approxi-
mately $285 million, net of cash acquired, for the acquisition of Synapse, with the remainder relating to the
acquisition or funding of consolidated and unconsolidated investments) and $3.621 billion of total capital
expenditures and product development costs, offset in part by $690 million of cash acquired in the Merger and
$1.851 billion of proceeds received from the sale of investments. The proceeds received from the sale of
investments in 2001 was due primarily to the sale of short-term investments previously held by America
Online, which were acquired in 2000,

Financing Activities

Cash provided by financing activities was $4.439 billion in 2002 compared to cash used by financing
activities of $1.915 billion in 2001. The increase in cash provided by financing activities is principally due to
incremental borrowings in 2002 that were used to finance the acquisition of Bertelsmann’s interest in AOL
Europe and a decrease in payments to repurchase ACL Time Warner common stock.

Cash provided by financing activities of $4.439 billion in 2002 reflected $4.551 billion of net incremental
borrowings, primarily used to acquire Bertelsmann’s interest in AOL Europe, and $297 million of proceeds
received, principally from the exercise of employee stock options, offset in part by the redemption of
redeemable preferred securities at AOL Europe for $255 million, the repurchase of AOL Time Warner
common stock for total cash of $102 million, $11 million of dividends and partnership distributions and
$61 million of principal payments on capital leases.

Cash used by financing activities of $1.915 billion in 2001 reflected the repurchase of approximately
75.8 miilion shares of AOL Time Warner common stock for cash totaling $3.031 billion, the redemption of
mandatorily redeemable preferred securities of a subsidiary of $575 million and $63 million of dividends and
partnership distributions, offset in part by $792 million of net incremental borrowings and $926 million of
proceeds received principally from the exercise of employee stock options.

In January 2001, after the Merger was consummated, ACL Time Warner’s Board of Directors
authorized a common stock repurchase program that allowed AOL Time Warner to repurchase, from time to
time, up to $5 billion of AOL Time Warner common stock over a two-year period. As previously discussed,
during 2001, the Company repurchased approximately 75.8 million shares at a cost of approximately
$3 billion. In an effort to maintain financial flexibility and investment capacity, the Company slowed the pace
of share repurchases during 2002 and will not complete $5 billion of purchases under the program.

Free Cash Flow

AOL Time Warner evaluates operating performance based on several measures including free cash flow,
which is defined as cash provided by operations less capital expenditures and product development costs,
dividend payments and partnership distributions, and principal payments on capital leases. The Company
considers free cash flow an important indicator of the operational strength and performance of its businesses.
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Free cash flow should be considered in addition to, not as a substitute for, the Company’s various cash flow
measures recorded in accordance with accounting principles generally accepted in the U.S. (e.g., operating
cash flow). Free cash flow in 2002 was $3.731 billion, compared to $1.597 billion in 2001. Free cash flow from
continuing operations was $3.570 billion in 2002, compared to $1.507 billion in 2001. The increase in free cash
flow was primarily the result of improved cash flows from the Company’s filmed entertainment businesses and
a decrease in cash payments to settle merger and restructuring liabilities, primarily resulting from the Merger
($670 million in 2002 and $1.408 billion in 2001). Part of the growth in free cash flow was related to the
timing of various cash payments and receipts which may have an offsetting impact on free cash flow
generation in future periods. In addition, free cash flow in 2003 is expected to be negatively impacted by
approximately $300 million of costs associated with completing the Company’s new corporate headquarters
and preparing the space for occupancy and may be further impacted by approximately $400 million of costs
associated with the potential settlement of certain legal liabilities that have been recorded as of December 31,
2002. The following table provides a reconciliation of the Company’s consolidated free cash flow and operating
cash flow.
Year Ended December 31,

2002 2001
(miilions)
Cash provided by operations. . ..., $ 7,032 $ 5,281
Capital expenditures and product development costs................. (3,229) (3,621)
Dividends paid and partnership distributions ....................... (11) (63)
Principal payments on capital [eases .. .............. ... . ua... (61) —
Free cash How . ... i $ 3,731 $ 1,597

TWE Cash Flow Restrictions

The assets and cash flows of TWE are restricted by certain borrowing and partnership agreements and are
unavailable to ACL Time Warner except through the payment of certain fees, reimbursements, cash
distributions and loans, which are subject to limitations. Under the 2002 Credit Agreements, TWE is
permitted to incur additional indebtedness to make loans, advances, distributions and other cash payments to
AQL Time Warner, subject to its individual compliance with the leverage ratio covenant contained therein.

As previously discussed under “Investment in Time Warner Entertainment Company, L.P.,” in August
2002, the Company and AT&T announced that they had agreed to restructure TWE. As part of the
restructuring, the Company will acquire complete ownership of TWE’s content assets, including Warner Bros.
and Home Box Office, as well as TWE’s interests in The WB Network, Comedy Partners, L.P. and
Courtroom Television Network LLC. As such, AOL Time Warner will wholly-own Warner Bros. and Home
Box Office and the assets and cash flows related to these businesses will no longer be restricted to the
Company.

Capital Expenditures and Product Development Costs

AQCL Time Warner’s total capital expenditures and product development costs were $3.229 billion in
2002 compared to $3.621 billion in 2001. Capital expenditures and product development costs from continuing
operations were $3.023 billion in 2002 compared to $3.213 billion in 2001. Capital expenditures and product
development costs from continuing operations principally relate to the Company’s Cable segment, which had
capital expenditures from continuing operations of $1.813 billion in 2002 and 2001. The Cable segment, over
the past several years, has been engaged in a plan to upgrade the technological capability and reliability of its
cable television systems and develop new services. The Company has essentially completed such upgrades and
therefore anticipates a decrease in capital expenditures and product development costs at the Cable segment
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in 2003. Also contributing to capital expenditures and product development costs are product development
costs incurred by the ACL segment which amounted to $214 million in 2002 and $351 million in 2001. In
addition, capital expenditures in 2003 are expected to be impacted by costs associated with the completion of
the Company’s new corporate headquarters. The Cable segment’s capital expenditures from continuing
operations are comprised of the following categories:

Year Ended December 31,

2002 2001
(millions)

Cable Segment Capital Expenditures
Customer premise equIPMent .. ...ttt $ 831 $ 962
Scaleable infrastructure . ............ P P 184 106
Line extensions. .. ... e 188 157
Upgrade/rebuild . . ... 227 353
Support capital . . ... .. e _ 383 235

Total capital expenditures . .....0.... ... ... i $1,813 $1,813

AOL Time Warner’s Cable segment generally capitalizes expenditures for tangible fixed assets having a
useful life of greater than one year. Capitalized costs typically include direct material, direct labor, overhead
and interest. Sales and marketing costs, as well as the costs of repairing or maintaining existing fixed assets,
are expensed as incurred: Types of capitalized expenditures at the Cable segment include plant upgrades,
drops (i.e., customer installations), converters and cable modems. With respect to customer premise
equipment, including converters and cable modems, the Cable segment capitalizes direct installation charges
only upon the initial deployment of such assets. All costs incurred in subsequent disconnects and reconnects
are expensed as incurred. Depreciation on these -assets is provided generally using the straight-line method
over their estimated useful life. For converters and modems, such life is generally 3-5 years and for plant
upgrades, such useful life is up to 16 years. As of December 31, 2002, the total net book value of capitalized
labor and overhead costs associated with the installation of converters and modems was approximately
$160 million. As of that same date, the net book value of all capitalized costs associated with converters and
modems, including equipment costs, was approximately $1.4 billion.

Included in the AOL segment’s product development costs are costs incurred for the production of
technologically feasible computer software that generates additional functionality to its existing software
products, Capitalized costs typically include direct labor and related overhead for software produced by AOL
as well as the cost of software purchased from third parties. Costs incurred on a product prior to the
determination that the product is technologically feasible, as well as maintenance costs of established
products, are expensed as incurred. All costs in the software development process which are experimental in
nature are classified as research and development and are expensed as incurred until technological feasibility
has been established. Once technological feasibility has been established, such costs are capitalized until the
software has completed testing and is mass-marketed. Amortization is provided on a product-by-product basis
using the greater of the straight-line method or the current year revenue as a percentage of total revenue
estimates for the related software product, not to exceed five years, commencing the month after the date of
the product release. The total net book value related to capitalized software costs was approximately
$290 million as of December 31, 2002.
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New Financing Arrangements

$10 Billion Shelf Registration Statement

In January 2001, AOL Time Warner filed a shelf registration statement with the SEC, which allowed
AQOL Time Warner to offer and sell from time to time, debt securities, preferred stock, series common stock,
common stock and/or warrants to purchase debt and equity securities in amounts up to $10 billion in initial
aggregate public offering prices. On April 19, 2001, AOL Time Warner issued an aggregate of $4 billion
principal amount of debt securities under this shelf registration statement at various fixed interest rates and
maturities of 5, 10 and 30 years. On April 8, 2002, AOL Time Warner issued the remaining $6 billion
principal amount of debt securities under this shelf registration statement at various fixed interest rates and
maturities of 3, 5, 10 and 30 years. The net proceeds to the Company were approximately $3.964 billion under
the first issuance and approximately $5.930 billion under the second issuance, both of which were used for
general corporate purposes, including, but not limited to, the repayment of outstanding commercial paper and
bank debt (Note 9).

$10 Billion Revolving Credit Facilities

In July 2002, AOL Time Warner, together with certain of its consolidated subsidiaries, entered into two
new senior unsecured long-term revolving bank credit agreements with an aggregate borrowing capacity of
$10 billion (the “2002 Credit Agreements”) and terminated three existing bank credit facilities .with an
aggregate borrowing capacity of $12.6 billion (the “Old Credit Agreements™), which were scheduled to expire
during 2002. The 2002 Credit Agreements are comprised of a $6 billion five-year revolving credit facility and a
$4 billion 364-day revolving credit facility, borrowings under which may be extended for a period up to two
years following the initial term. The borrowers under the 2002 Credit Agreements are ACL Time Warner,
TWE, TWE-A/N and AOL Time Warner Finance Ireland. Borrowings bear interest at specific rates,
generally based on the credit rating for each of the borrowers, which is currently equal to LIBOR plus .625%,
including facility fees of .10% and .125% on the total commitments of the 364-day and five-year facilities,
respectively. The obligations of each of AOL Time Warner and AOL Time Warner Finance Ireland are
guaranteed by America Cnline, Time Warner, TBS and TW Companies, directly or indirectly. The obligation
of AOL Time Warner Finance Ireland is guaranteed by AOL Time Warner. In addition, the Company is
required to pay an additional usage fee of .0625% if the two facilities in the aggregate have more than 33%
outstanding and .125% if the facilities have more than 66% outstanding. The 2002 Credit Agreements provide
same-day funding, multi-currency capability and letter of credit availability. They contain maximum leverage
ratio and minimum GAAP net worth covenants of 4.5 times and $50 billion, respectively, for AOL Time
Warner and a maximum leverage ratio covenant of 5.0 times for each of TWE and TWE-A/N, but do not
contain any credit ratings-based defaults or covenants, nor an ongoing covenant or representation specifically
relating to a material adverse change in the Company’s financial condition or results of operations. Borrowings
may be used for general business purposes and unused credit is available to support commercial paper
borrowings (Note 9).

In January 2003, the Company received unanimous approval to amend its 2002 Credit Agreements,
effective upon closing of the TWE restructuring. The amendments will (i) replace the $50 billion net worth
covenant in each of the credit facilities within the 2002 Credit Agreements with an interest coverage covenant
of 2.0x cash interest expense, (ii) remove TWE-A/N as a borrower under all the credit facilities and TWE as
a borrower under the five-year revolving credit facility and (iii) divide the $4 billion 364-day revolving credit
facility into a separate $2.5 billion revolving credit facility for AOL Time Warner and AOL Time Warner
Finance Ireland and a $1.5 billion revolving credit facility for TWE (and TWC Inc. following any initial
public offering of its stock or registered public issuance of its debt). Other terms of the 364-day credit facility
were amended to reflect this bifurcation and the stand-alone nature of the $1.5 billion TWE credit facility. As
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part of the same consent, the maturity of the $1.5 billion TWE credit facility was extended from July 7, 2003
to January 7, 2004, while the length of the optional extension period was reduced from two years to one year.

Outstanding Debt and Other Financing Arrangements

Outstanding Debt and Available Financial Capacity

At December 31, 2002, AOL Time Warner had total committed capacity, defined as maximum available
borrowings under various existing debt arrangements and cash and short term investments, of $35.451 billion.
Of this committed capacity, $7.942 billion was available to fund future contractual obligations and
$27.509 billion was outstanding as debt (refer to Note 9 to the accompanying consolidated financial
statements for more details on outstanding debt). At December 31, 2002, total committed capacity, unused
capacity and outstanding debt were as follows:

Committed Unused Outstanding

Capacity Capacity Debt
) (millions)
Bank credit agreement and commercial paper programs® ....  $11,919 $7,942 $ 3,977
Fixed-rate publicdebt .......... ... ... .. L 22,974 — 22974
Other fixed-rate obligations™ ... ... ... ... .. ... ........... 558 — 558
Total'™ ... $35451  $7,942  $27,509

& Committed capacity and unused capacity includes approximately $1.7 billion of cash and short-term investments less $211 million of outstanding
letters of credit. )

® TIncludes debt due within one year of $155 million, which primarily relates to capital lease obligations. Total capital lease obligations outstanding
were $293 million as of December 31, 2002. )

) The total does not include AOL Europe redeemable preferred securities of $803 million, including accrued dividends, that are classified as
minority interest. These securities are required to be redeemed by the Company in April 2003 in cash, AOL Time Warner commeon stock, or a
combination thereof, at the discretion of the Company.

Other Financing Arrangements

From time to time, the Company enters into various other financing arrangements with special purpose
entities (“SPEs”). These arrangements include facilities that provide for the accelerated receipt of cash on
certain accounts receivables and backlog licensing contracts and the leasing of certain aircraft and property.
The Company employs these arrangements because they provide a cost-efficient form of financing, including
certain tax benefits, as well as an added level of diversification of funding sources. The Company is able to
realize cost efficiencies under these arrangements since the assets.securing the financing are held by a legally
separate, bankruptcy-remote SPE and provide direct security for the funding being provided. These facilities
generally have relatively short-term maturities (1 to 5 years), which is taken into account in determining the
maximum efficiency for the Company’s overall capital structure. The Company’s maturity profile of its
outstanding debt and other financing arrangements is relatively long-term, with a weighted maturity of
approximately 12 years. The assets and financing associated with these arrangements generally qualify for off-
balance sheet treatment. For more detail, see Note 9 to the accompanying consolidated financial statements.
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The following table summarizes. the Company’s financing arrangements with SPEs at December 31,
2002: : : :

Committed Unused Outstanding
Capacity Capacity Utilization

} (millions)
Accounts receivable securitization facilities® .............. $1,155 $§ 93 $1,062
Backlog securitization facility™ ...... ... ... ... ... ... ..., - 500 — 500
Real estate and aircraft operating leases'® ................. 443 59 384
Total other financing arrangements ............... $2,098 $152 $1,946

) Ability to use accounts receivable securitization facilities and backlog securitization facility depends on availability of qualified assets.

® The outstanding utilization on the backlog securitization facility is classified as deferred revenue on the accompanying consolidated balance sheet.

) Represents current committed capacity. As discussed further in Note 9 to the accompanying consolidated financia! statements, a portion of this
committed capacity is being used to fund certain costs of AOL Time Warner’s future corporate headquarters, which is expected to ultimately cost
approximately $850 million. Of the $850 million, the Company anticipates that approximately $350 million will be funded through the SPE and
approximately $300 million will be funded through operating cash flow or additional borrowings.

In January 2003, the FASB issued FASB Interpretation No. 46, “Consolidation of Variable Interest
Entities” (“FIN 46”), which requires variable interest entities (commonly referred to as SPEs) to be
consolidated by the primary beneficiary of the entity if certain criteria are met. FIN 46 is effective
immediately for all new variable interest entities created or acquired after January 31, 2003. For variable
interest entities created or acquired prior to February 1, 2003, the provisions of FIN 46 become effective for
the Company during the third quarter of 2003. Although the Company has not completed its review, variable
interest entities created prior to February 1, 2003 have been identified, which the Company anticipates will be
consolidated upon the adoption of FIN 46 and result in the recognition of additional long-term debt and a
comparable amount of non-current assets of approximately $750 million, including approximately $550 mil-
lion related to the consolidation of the Company’s new corporate headquarters, approximately $125 million
related to the consolidation of certain facilities at Turner and approximately $75 million related to the
consolidation of certain aircraft. In addition to approximately $550 million related to the core and shell of the
new corporate headquarters, which the Company anticipates will be funded through the SPE, the Company
anticipates approximately an additional $300 million of costs to complete the building and prepare the space
for occupancy, which will be incurred during 2003 and 2004 and will be funded through operating cash flow or
additional borrowings. For variable interest entities acquired prior to February 1, 2003, any difference between
the net amount added to the balance sheet and the amount of any previously recognized interest in the
variable interest entity will be recognized as a cumulative effect of an accounting change. The Company
cannot currently estimate the amount of any gain or loss, if any, to be recognized upon adoption.

From time to time the Company has entered into arrangements with investors in which certain films are
sold and leased back. The sale-leaseback of the films allows the investors to claim certain international tax
benefits of ownership of the film master negatives while the Company maintains control over all exploitation
rights and privileges to the films. Such entities are capitalized with the investors’ capital and debt and the
investors participate in all of the profits or losses of the entities. The present value to these entities of the future
revenue streams attributable to these transactions is $1.3 billion as of December 31, 2002. The Company does
not consolidate nor participate in the operating results of the entities. The Company retains certain proceeds of
the transactions as consideration for entering into the sale-leaseback transactions, and records the considera-
tion received as a reduction of corresponding film costs. The benefit to the Company from these transactions
that was recognized as a reduction to film cost amortization in 2002 totaled $47 million.
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Rating Triggers and Financial Covenants

Each of the Company’s bank credit agreements and financing arrangements with SPEs contain
customary covenants. A breach of such covenants in the bank credit agreements that continues beyond any
grace period can constitute a default, which can limit the ability to borrow and can give rise to a right of the
lenders to terminate the applicable facility and/or require immediate payment of any outstanding debt. A
breach of such covenants in the financing arrangements with SPEs that continues beyond any grace period can
constitute a termination event, which can limit the facility as a future source of liquidity; however, there would
be no claims on the Company for the receivables or backlog contracts previously sold. Additionally, in the
event that the Company’s credit ratings decrease, the cost of maintaining the bank credit agreements and
facilities and of borrowing increases and, conversely, if the ratings improve, such costs decrease.

As of December 31, 2002 and through the date of this filing, the Company was in compliance with all
covenants. Management does not foresee that the Company will have any difficulty complying with the
covenants currently in place in the foreseeable future. As discussed in more detail in Note | to the
accompanying consolidated financial statements, the Company recorded a non-cash charge of $54.235 billion
upon adoption of FAS 142. In addition, during the fourth quarter of 2002, the Company recorded an
impairment charge relating to goodwill and other intangible assets of $45.538 billion. These charges did not
result in a violation of any of the Company’s covenants, including the covenant to maintain at least $50 billion
of GAAP net worth contained in the Company’s 2002 Credit Agreements.

During 2003, the Company received unanimous consent from its bank group to amend its 2002 Credit
Facilities. The amendment will, among other changes, replace the Company’s covenant to maintain at least
$50 billion of GAAP net worth with an interest coverage covenant of 2.0 times cash interest expense. The
amendment will be effective upon the closing of the TWE restructuring.

Debt Reduction Plan

In January 2003, the Company announced its intention to reduce its overall level of indebtedness in 2003.
Specifically, it is the Company’s intention to reduce debt below a 2.75 times ratio of total consolidated net
debt to annual EBITDA by the end of 2003. In addition, the Company intends to reduce total consolidated net
debt to approximately $20 billion by the end of 2004. The Company anticipates that the reduction in debt will
be achieved through the use of Free Cash Flow and other de-leveraging initiatives, including the sale of non-
core assets. As part of this initiative, in January 2003, the Company sold its investment in Hughes for cash
proceeds of $783 million and recognized a gain of approximately. $50 million.

Contlractu~al and Other Obligations

Firm Commitments

In addition to the above financing arrangements, the Company has commitments under certain firm
contractual arrangements (“firm commitments”) to make future payments for goods and services. These firm
commitments secure the future rights to various assets and services to be used in the normal course of
operations. For example, the Company is contractually committed to make certain minimum lease payments
for the use of property under operating lease agreements. In accordance with current accounting rules, the
future rights and obligations pertaining to such firm commltments are not reflected as assets or hablhtles on
the accompanying consolidated balance sheet.

The following table summarizes separately the Company’s material firm commitments at December 31,
2002 and the timing and effect that such obligations are expected to have on the Company’s liquidity and cash
flow in future periods. In addition, the table reflects the timing of principal payments on outstanding debt,
which has been previously discussed under “Outstanding Debt and Available Financial Capacity.” The
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business.
2007 and
Firm Commitments and Outstanding Debt 2003 - 2004-2006 thereafter - Total
' (millions)

Programming and production dedls ........... L. $2,756 % 6,463 $ 6,307 $16,026
TWE restructuring payment ................... 2,100 - — 2,100
Narrowband and broadband network providers . . . . 1,209 1,648 — 2,857
Net operating leases . ............... ..., 720 1,620 . 3,101 5,441
Other firm commitments . ..................... 1,122 1,785 397 3,304

Total firm commitments .................. $7,907  $11,516 $10,305 $29,728

Total principal outstanding on long-term debt 897 5,189 21,242 127,328

Total firm commitments and outstanding debt $8,804  $16,705 $31,547 $57,056

Following is a description of the Company’s firmly committed contractual obligations at December 31,

2002:

=

The Networks segment (HBO, Turner and The WB Network) enters into agreements with movie
studios to air movies they produce. In addition, the Cable segment enters into commitments to
purchase programming from cable network providers to provide service to its subscribers. The

- commitments represent an estimate of future programming costs based on per subscriber rates

contained in contracts existing as of December 31, 2002 applied to the number of consolidated
subscribers on that date. Such amounts are subject to variability based on changes in the number of
future subscribers, the extension of existing contracts, and the entering into of new contracts. These
arrangements are collectively referred to as programming and production deals.

As previously discussed, as part of the TWE restructuring, TWC Inc. is required to pay Comcast
$2.1 billion in cash at the time of the closing of the restructuring. The table does not include the
$1.5 billion in AOL Time Warner stock to be issued to Comcast because it is not anticipated to impact

" the Company’s liquidity Qf cash flows.

AQOL has minimum purchase commitments with various narrowband and broadband network providers
in order to provide service to its subscribers.

Operating lease obligations primarily relate to the minimum lease rental obligations for the Company’s
real estate and operating equipment in various locations around the world.

Other firm commitments include obligations to music artists, actors, authors and sports personnel and
commitments to use certain printing facilities for the production .of magazines and books. In addition,
other firm commitments includes a payment of $128 million made in January 2003 to acquire an
additional 11% interest in The WB Network.

Contingent Commitments

The Company also has certain contractual arrangements that would require the Company to make
payments or provide funding if certain circumstances occur (“contingent commitments”). For example, the
Company has guaranteed certain' lease obligations of joint venture investees. In this. circumstance, the
Company would be required to make payments due under the lease to the lessor in the event of default by the
joint venture investee. The Company does not expect that these contingent commitments will result in any
material amounts being paid by the Company in the foreseeable future.
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The following table summarizes separately the Company’s contingent commitments at December 31,
2002. The timing of amounts presented in the table represents when the maximum contingent commitment
will expire and does not mean that the Company expects to incur an obligation to make any payments during
that timeframe. ‘

" Expiration of Commitments

Total 2007 and
Nature of Contingent Commitments Commitments 2003 2004-2006 thereafter
‘ (millions)
GUarantees . .......ootin i $4,522 $383 $997 $3,142
Letters of credit and other contingent
commitments .. ... e 419 171 2 246
Total contingént commitments............ $4,941 $554 $999 $3,388

Following is a description of the Company’s contingent commitments at December 31, 2002:

« Guarantees include guarantees the Company has provided on certain lease and operating commitments
entered into by formerly owned entities-and joint ventures in which AOL Time Warner is or was a
venture partner. ' '

» The Cable segment provides letters of credit for several of its joint ventures. Should these joint
ventures default on their debts, AOL Time Warner would be obligated to cover these costs to the
extent of the letters of credit. In addition, the Company provides for letters of credit and surety bonds
related to insurance premiums and the Cable segment provides for letters of credit and surety bonds
that are required by certain local governments when cable is being installed.

Guarantees

In November 2002, the FASB issued Interpretation No. 45, “Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others” (“FIN 457). FIN
45 requires that a liability be recorded in the guarantor’s balance sheet upon issuance of a guarantee. In
addition, FIN 45 requirés disclosures about the guarantees that an entity has issued, including a reconciliation
of changes in the entity’s product warranty liabilities. The initial recognition and initial measurement
provisions of FIN 45 are applicable on a prospective basis to guarantees issued or modified after December 31,
2002, irrespective of the guarantor’s fiscal year-end. The initial recognition and initial measurement provisions
of FIN 45 are not expected to have & material impact on the Company’s consclidated financial statements.
The disclosure requirements of FIN 45 are effective for financial statements of interim or annual periods
ending after December 15, 2002; therefore, the Company has modified its disclosures herein as required.

Equity Method Investments

Except as otherwise discussed above, AOL Time Warner does not guarantee the debt of any of its
investments accounted for using the equity method of accounting.

Filmed Entertainment Backlog

Backlog represents the amount of future revenue not yet recorded from cash contracts for the licensing of
theatrical and television product for pay cable, basic cable, network and syndicated television exhibition.
Backlog for all of AOL Time Warner’s Filmed Entertainment companies was approximately $3.3 billion at
December 31, 2002 and approximately $3.8 billion at December 31, 2001, including amounts relating to the
licensing .of film product to AOL Time Warner's Networks segment of approximately $850 million at
December 31, 2002 and $1.2 billion at December 31, 2001. 4
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Because backlog generally relates to contracts for the licénsing of theatrical and television product which
have already been produced, the recognition of revenuve for such completed product is principally only
dependent upon the commencement of the availability. period for telecast under the terms of the related
licensing agreement. Cash licensing fees are collected periodically over the term of the related licensing
agreements or, as referenced above and discussed in more detail in Note 9 to the accompanying consolidated
financial statements, on an accelerated basis using a $500 million securitization facility. The portion of backlog
for which cash has not already been received hias significant off-balance sheet asset value as a source of future
funding. Of the approximately $3.3 billion of backlog relating to the Filmed Entertainment companies as of
December 31, 2002, ACL Time Warner has recorded $737 million of deferred revenue on the accompanying
consolidated balance sheet, representing cash received through the utilization of the securitization facility and
other advanced payments. The backlog excludes filmed entertainment advertising barter contracts, which are
also expected to result in the future realization of revenues and cash through the sale of advertising spots
received under such contracts. ‘ ‘

MARKET RISK MANAGEMENT

Market risk is the potential loss arising from adverse changes in market rates and prices, such as interest
rates, foreign currency exchange rates and changes in the market value of investments.

Interest Rate Risk

AOL Time Warner has entered into variable-rate debt that, at December 31, 2002, had an outstanding
balance of $3.977 billion. Based on AOL Time Warner’s variable-rate obligations outstanding at Decem-
ber 31, 2002, each 25 basis point increase or decrease in the level of interest rates would, respectively, increase
or decrease ACQL Time Warner’s annual interest expense and related cash payments by approximately
$10 million. Such potential increases or decreases are based on certain simplifying assumptions, including a
constant level of variable-rate debt for all maturities and an immediate, across-the-board increase or decrease
in the level of interest rates with no other subsequent changes for the remainder of the period.

AOL Time Warner has entered into fixed-rate debt that, at December 31, 2002, had an outstanding
balance of $23.532 billion and a fair value of approximately $24.256 billion. Based on AOL Time Warner’s
fixed-rate debt abligations outstanding at December 31, 2002, a 25 basis point increase or decrease in the level
of interest rates would, respectively, decrease or increase the fair value of the fixed-rate debt by approximately
$44 million. Such potential increases or decreases are based on certain simplifying assumptions, including a
constant level and rate of fixed-rate debt and an immediate, across-the-board incr_éase or decrease in the level
of interest rates with no other subsequent changes for the remainder of the period.

Fereign Currency Risk

AQOL Time Warner uses foreign exchange contracts primarily to hedge the risk that unremitted or future
royalties and license fees owed to ACL Time Warner domestic companies for the sale or anticipated sale of
U.S. copyrighted products abroad may be adversely affected by changes in foreign currency exchange rates.
Similarly, the Company enters into foreign exchange contracts to hedge film production costs abroad. As part
of its overall strategy to manage the level of exposure to the risk of foreign currency exchange rate fluctuations,
primarily exposure to changes in the value of the British pound, Japanese yen and European currency, AOL
Time Warner hedges a portion of its foreign currency exposures anticipated over the ensuing fifteen-month
period (the “hedging period”). At December 31, 2002, ACL Time Warner had effectively hedged
approximately 75% of the estimated net foreign currency exposures that principally relate to anticipated cash
flows for royalties and license fees to be remitted to the U.S. over the ensuing hedging period. The hedging
period for royalties.and license.fees covers revenues expected to be recognized over the ensuing twelve-month
period, however, there is often a lag between the time that.revenue is recognized and the transfer of foreign
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denominated revenues back into U.S. dollars, therefore, the hedging period covers a fifteen-month period. To
hedge this exposure, AOL Time Warner uses foreign exchange contracts that generally have maturities of
three months to fifteen months providing continuing coverage throughout the. hedging period. At Decem-
ber 31, 2002, AOL Time Warner had contracts for the sale of $1.588 billion and the purchase of $1.341 billion
of foreign currencies at fixed rates, including net contracts for the sale of $164 million of Japanese yen and
$408 million of European currency, and net contracts for the purchase of $343 million of the British pound. At
December 31, 2001, AOL Time Warner had contracts for the sale of $816 million and the purchase of
$577 million of foreign currencies at fixed rates, including net contracts for the sale of $206 million of
Japanese yen and $121 million of European currency, and net contracts for the purchase of $82 million of the
British pound.

Based on the foreign exchange contracts outstanding at December 31, 2002, each 5% devaluation of the
U.S. dollar as compared to the level of foreign exchange rates for currencies under contract at December 31,
2002 would result in approximately $12 million of net unrealized losses. Conversely, a 5% appreciation of the
U.S. dollar would result in approximately $12 million of net unrealized gains. Consistent with the nature of the
economic hedge provided by such foreign exchange contracts, such unrealized gains or losses largely would be
offset by corresponding decreases or increases, respectively, in the dollar value of future foreign currency
royalty and license fee payments that would be received in cash within the hedging period from the sale of
U.S. copyrighted products abroad.

Equity R:sk

The Company is exposed to market risk as it relates to changes in market value of its investments. The
Company invests in equity instruments of public and private companies for operational and strategic business
purposes, many of which are Internet and technology companies. These securities are subject to significant
fluctuations in fair market value due to volatility of the stock market and the industries in which the
companies operate. These securities, which are classified in “Investments, including available-for-sale
securities” on the accompanying consolidated balance sheet, include equity-method investments, investments
in private securities, available-for-sale securities, restricted securities and equity derivative instruments. As of
December 31, 2002, the Company had $516 million of cost-method investments, primarily relating to private
equity securities, $1.714 billion of fair value investments (including approximately $1.696 billion of invest-
ments in unrestricted public equity securities held for purposes other than trading and $18 million of equity
derivative instruments) and $2.908 billion of investments accounted for using the equ1ty method of
accounting.

In recent years, AOL Time Warner experienced significant declines in the value of certain investments.
As a result, the Company has recorded non-cash pretax charges of approximately $2.214 billion in 2002,
$2.532 billion in 2001 and $535 million in 2000. These charges were primarily to reduce the carrying value of
certain publicly traded and privately held investments, restricted securities and investments accounted for
using the equity method of accounting that had experienced other-than-temporary declines in value. In
addition, these charges reflect market fluctuations in equity derivative instruments, which resulted in gains of
$13 million in 2002, losses of $49 million in 2001 and losses of $70 million in 2000 (Note 7). While AOL
Time Warner has recognized all declines that are believed to be other-than-temporary, it is reasonably
possible that individual investments in the Company’s portfolio may experience an other-than-temporary
decline in value in the future if the underlying investee experiences poor operating results or the U.S. equity
markets experience future broad declines in value. See Note 7 to the accompanying consolidated ﬁnancxal
statements for additional discussion.
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CRITICAL ACCOUNTING POLICIES

The SEC’s Financial Reporting Release No. 60, “Cautionary Advice Regarding Disclosure About
Critical Accounting Policies” (“FRR 607’), suggests companies provide additional disclosure and commentary
on those accounting policies considered most critical. FRR 60 considers an accounting policy to be critical if it
is important to the Company’s financial condition and results, and requires significant judgment and estimates
on the part of management in its application. AOL Time Warner believes the following represent the critical
accounting policies of the Company as contemplated by FRR 60. For a summary of all of the Company’s
significant accounting policies, see Note 1 to the accompanying consolidated financial statements.

Merger Accounting

The merger of America Online and Time Warner has been accounted for by AOL Time Warner as an
acquisition of Time Warner under the purchase method of accounting for business combinations. Under the
purchase method of accounting, the cost, including transaction costs, of approximately $147 billion to acquire
Time Warner was allocated to the underlying net assets, based on their respective estimated fair values. The
excess of the purchase price over the estimated fair values of the net assets acquired was recorded as goodwill.
Consistent with accounting principles generally accepted in the U.S. at the time the Merger was consum-
mated, AOL Time Warner valued the purchase price to acquire Time Warner based upon the fair value of the
AQOL Time Warner shares issued in the Merger on the Merger’s announcement date. Due to beneficial market
conditions existing at that time, this resulted in a significantly higher purchase price and recorded goodwill
than if the purchase price had been valued based upon AOL Time Warner shares on the Merger’s
consummation date.

The judgments made in determining the estimated fair value and expected useful lives assigned to each
class of assets and liabilities acquired can significantly impact net income. For example, different classes of
assets will have useful lives that differ — the useful life of a customer list may not be the same as the useful
life of a music catalogue or copyright. Consequently, to the extent a longer-lived asset (e.g., music copyright)
is ascribed greater value under the purchase method than a shorter-lived asset (e.g., customer list), there may
be less amortization recorded in a given period.

Determining the fair value of certain assets and liabilities acquired is judgmental in nature and often
involves the use of significant estimates and assumptions. As provided by the accounting rules, AOL Time
Warner used the one-year period following the consummation of the Merger to finalize estimates of the fair
value of assets and liabilities acquired. One of the areas that requires more judgment in determining fair values
and useful lives is intangible assets. To assist in this process, AOL Time Warner obtained appraisals from
independent valuation firms for certain intangible assets. While there were a number of different methods used
in estimating the value of the intangibles acquired, there were two approaches primarily used:-discounted cash
flow and market multiple approaches. Some of the more significant estimates and assumptions inherent in the
two approaches include: projected future cash flows (including timing); discount rate reflecting the risk
inherent in the future cash flows; perpetual growth rate; determination of appropriate market comparables; and
the determination of whether a premium or a discount should be applied to comparables. Most of the above
assumptions were based on available historical information.

Accounting for Goodwill and Other Intangible Assets

During 2001, the FASB issued FAS 142, which requires that, effective January 1, 2002, goodwill,
including the gocdwill included in the carrying value of investments accounted for using the equity method of
accounting, and certain other intangible assets deemed to have an indefinite useful life, cease amortizing.
FAS 142 requires that goodwill and certain intangible assets be assessed for impairment using fair value
measurement techniques. Specifically, goodwill impairment is determined using a two-step process. The first
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step of the goodwill impairment test is used to identify potential impairment by comparing the fair value of a
reporting unit (generally, the Company’s operating segment) with its net book value (or carrying amount),
including goodwill. If the fair value of a reporting unit exceeds its carrying amount, goodwill of the reporting -
unit is considered not impaired and the second step of the impairment test is unnecessary. If the carrying
amount of a reporting unit exceeds its fair value, the second step of the goodwill impairment test is performed
to measure the amount of impairment loss, if any. The second step of the goodwill impairment test compares
the implied fair value of the reporting unit’s goodwill with the carrying amount of that goodwill. If the carrying
amount of the reporting unit’s goodwill exceeds the implied fair value of that goodwill, an 1mpalrment loss 1s
recognized in an amount equal to that excess. The implied fair value of goodwill is determined in the same
manner as the amount of goodwill recognized in a business combination. That is, the fair value of the reporting
unit is allocated to all of the assets and liabilities of that.unit (including any unrecognized intangible assets) as
if the reporting unit had been acquired in a business combination and the fair value of the reporting unit was
the purchase price paid to acquire the reporting unit. The impairment test for other intangible assets consists
of a comparison of the fair value of the intangible asset with its carrying value. If the carrying value of the
intangible asset exceeds its fair value, an impairment loss is recognized in an amount equal to that excess.

Determining the fair value of a reporting unit under the first step of the goodwill impairment test and
determining the fair value of individual assets and liabilities of a rcportmg unit (mcludmg unrecognized
intangible assets) under the second step of the goodwill impairment test is judgmental in nature and often
involves the use of significant estimates and assumptions. Similarly, estimates and assumptions are used in
determining the fair value of other intangible assets. These estimates and assumptions could have a significant
impact on whether or not an impairment charge is recognized and also the magnitude of any such charge. To
assist in the process of determining goodwill impairment, the Company obtains appraisals from independent
valuation -firms. In addition to the use of independent valuation firms, the Company performs internal
valuation analyses and considers other market information that is publicly available. Estimates of fair valye are
primarily-determined using discounted cash flows and market comparisons and recent transactions. These
approaches, use significant estimates and assumptions including projected future cash flows (including
timing), discount rate reflecting the risk inherent in future cash flows, perpetual growth rate, determination of
appropriate market comparables and the determination of whether a premium or discount should be applied to
comparables.

During the first quarter of 2002, upon adoption of FAS 142, the Company completed its initial
impairment review and recorded a $54.235 billion non-cash pre-tax charge for the impairment of goodwill,
substantially all of which was generated in the Merger.. During the fourth quarter of 2002, the Company
performed. its annual impairment review and recorded an addmonal $45.538 billion charge to reduce the
carrying value of goodwill at the AOL segment ($33.489 billion), Cable segment ($10.550 billion) and Music
segment ($646 million), as well as a charge to reduce the carrying value of brands, and trademarks at the
Music segment ($853 million). The $54.235 billion charge is reflected as a cumulative effect of an accounting
change and the $45.538 billion charge is reflected as a component of operatmg income in the accompanying
consolidated statement of operations.

As previously discussed, the Company’s. $44.685 billion goodwill impairment 'charge recognized in the
fourth quarter of 2002, reflected the fair value of the Company’s operating divisions as of December 31, 2002.
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As encouraged by FRR60, the following table illustrates the hypothetical goodwill impairment charge
assuming both an increase and decrease in the fair value of each of the Company’s operating divisions by 10%.

Actual dth Quarter

Assuming 10% : Impairment Assuming 10%
Increase in Fair Value Charge Decrease in Fair Value
: (millions) -

AOL ... oo $(32,708) $(33,489)  $(34,270)
Cable™ ... ... .................. (8,047) (10,550) . (10,550)
Filmed Entertainment............ - — S —
Networks ...................... — — - (1,559)
Music® ... ‘ (339) o (646) (646)
Publishing. . .................... - - —
COPOTALE « e v e eeeeeeeee — —_ —
Total .............. P $(41,094) $(44,685) .$(47,025)

@ Assuming a decline in fair value of 10% would not impact the amount of goodwill impairment because the carrying amount of goodwill was
reduced to zero as a result of the actual fourth quarter impairment charge. The analysis does not consider any potential impairments relating to
indefinite lived intangibles. )

Investments

The Company’s investments are comprised of fair value investments, including available-for-sale
investments, investments accounted for using the cost method of accounting and investments accounted for
vsing the equity method of accounting. A judgmental aspect of accounting for investments involves
determining whether an other-than-temporary decline in value of the investment has been sustained. If it has
been determined that an investment has sustained an other-than-temporary decline in its value, the investment
is written down to its fair value, by a charge 1o earnings. Such evaluation is dependent on the specific facts and
circumstances. Factors that are considered by the Company in determining whether an other-than-temporary
decline in value has occurred include: the market value of the security in relation to its cost basis; the financial
condition of the investee; and the intent and ability to retain the investment for a sufficient period of time to
allow for recovery in the market value of the investment.

In evaluating the factors above for available-for-sale securities, management presumes a decline in value
to be other-than-temporary if the quoted market price of the security is-20% or more below the investment’s
cost basis for a period of six months or more (the “20% criteria”) or the quoted market price of the security is
50% or more below the security’s cost basis at any -quarter end (the “50% criteria”). However, the
presumption of an other-than-temporary decline in these instances may be overcome if there is persuasive
evidence indicating that the decline is temporary in nature (e.g., strong operating performance of investee,
historical volatility of investee, etc.). Additionally, there may be instances where impairment losses are
recognized even if the 20% and 50% criteria are not satisfied (e.g., plan to sell the security in the near term and
the fair value is below the Company’s cost basis).

For investments accounted for using the cost or equity method of accounting, management evaluates
information (e.g., budgets, business plans, financial statements, etc.) in addition to quoted market price, if
any, in determining whether an other-than-temporary decline in value exists. Factors indicative of an other-
than-temporary decline include recurring operating losses, credit defaults and subsequent rounds of financings
at an amount below the cost basis of the investment. This list is not all inclusive and management weighs all
known quantitative and qualitative factors in determining if an other-than-temporary decline in value of an
investment has occurred.
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The United States economy has experienced a broad decline in the public equity markets, particularly in
technology stocks, including investments held in the Company’s portfolio. Similarly, the Company exper-
ienced significant declines in the value of certain privately held investments, restricted securities and
investments accounted for using the equity method of accounting. As a result, the Company recorded non-
cash pretax charges to reduce the carrying value of certain investments that experienced other-than-temporary
declines, and to reflect market fluctuations in equity derivative instruments. These charges were approximately
$2.214 billion in 2002 (including $13 million of gains on equity derivative instruments), $2.532 billion in 2001
(including $49 million of losses on equity derivative instruments) and $535 million in 2000 (including
$70 million of losses on equity derivative instrunients), and are included in other income (expense), net in the

“accompanying consolidated statement of operations. The portion of the above charges relating to publicly
traded securities (including equity derivative instruments) was $1.728 billion in 2002, $2.271 billion in 2001
and $412 million in 2000. A detail of the application of the Company’s investment impairment policy over the
last three years is provided in Note 7.

While AOL Time Warner has recognized all declines that are believed to be other-than-temporary, it is
reasonably possible that individual investments in the Company’s portfolio may experience an other-than-
temporary decline in value in the future if the underlying investee experiences poor operating results or the
U.S. equity markets experience future broad declines in value. As of December 31, 2002, the Company had
several investments for which the fair value of the investment was below carrying value (aggregate fair value
of $29.1 million and carrying value of $32.3 million), but the Company had determined that the decline in
value was temporary: Assuming that the fair values of these investments remain at their current levels, and
assuming no change in any qualitative factors regarding these investments, the Company would expect to
record additional impairment charges of approximately $3 million over the first six months of 2003.

Accounting for Pension Plans

AOL Time Warner and certain of its subsidiaries have defined benefit pension plans covering a majority
of domestic employees. Pension benefits are based on formulas that reflect the employees’ years of service and
compensation levels during their employment period. The Company recognized pension expense of $94 mil-
lion in 2002 and $64 million in 2001. The Company did not recognize pension expense in 2000 because
America Online does not sponsor a defined benefit pension plan. The pension expense recognized by the
Company is determined using certain assumptions, including the expected long-term rate of return on plan
assets, the discount rate used to determine the present value of future pension benefits, and the rate of
compensation increases. The determination of these assumptions is discussed in more detail below.

The Company’s expected long-term rate of return on plan assets was 9.0% as of December 31, 2002 and
December 31, 2001. In developing the expected long-term rate of return the Company considered the pension
portfolio’s past average rate of earnings, discussions with portfolio managers and comparisons with similar
companies. The expected long-term rate of return is based on an asset allocation assumption of 75% equities
and 25% fixed income securities, which approximated the actual allocation as of December 31, 2002. A
decrease in the expected long-term rate of return (from 9% to 8.5%), while holding all other assumptions

constant, would have resulted in an increase in the Company’s pension expense of approximately $7 million in
2002.

Investment gains and losses result from differences between the expected return and actual return on plan
assets. Consistent with accounting principles generally accepted in the U.S., the Company recognizes the
gains and losses as a component of pension expense over the average future service period, thereby reducing
the year-to-year volatility in pension expense. The Company had total unrecognized actuarial losses of
$846 million and $388 million as of December 31, 2002 and 2001, respectively, of which $214 million as of
December 31, 2002 and $137 million as of December 31, 2001 related to losses on plan assets. The
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unrecognized losses refiect the unfavorable performance of the equity markets over the past two years and will
result in an increase in pension expense in future periods as they are recognized.

The Company used a discount rate of 6.75% and 7.5%, as of December 31, 2002 and 2001, respectively, to
determine the present value of future benefit payments. The discount rate was determined by comparison
against ten-year corporate bond rates and discounts rates used by similar companies. A decrease in the
discount rate of 25 basis points while holding all other assumptions constant would have resulted in an increase
in the Company’s pension expense of $12 million in 2002.

Due to the effect of the unrecognized actuarial losses and based upon the Company’s current
assumptions, the Company anticipates that its pension expense in 2003 will incredse by approximately
$100 million, compared to 2002, primarily related to anticipated increases at the Company’s Cable segment
and Publishing segment of approximately $25 million and $45 million, respectively. The assumptions
underlying the anticipated increase in pension expense are subject to adjustment, which could impact the
ultimate pension expense recognized by the Company or its reporting segments.

During the fourth quarter of 2002, the Company recorded a liability for the unfunded accumulated
benefit obligation of approximately $260 million. This liability represents the excess of the accumulated
benefit obligation under the Company’s qualified defined benefit pension plans over:the fair value of the plans’
assets. In accordance with GAAP, this liability was established by a charge to shareholders’ equity, resulting
in no affect to the accompanying consolidated statement of operations. In early 2003, the Company made

contributions to plan assets of approximately $257 million, which increased plan assets to a level that
approximated the accumulated benefit obligation and resulted in a funded status of approximately 83% relative
to the projected benefit obligation.

Revenue and Cost Recognition

There.are two areas related to revenue and cost recognition which incorporate significant judgment and
estimates by management — the accounting for multiple-element arrangements and the amortization of film
costs resulting from the determination of revenue ultimates under the film accounting rules. .
Multiple-Element Transactions

Multiple-Element transactions within AOL Time Warner fall broadly into two categ(;ries:

1. Contemporaneous purchases and sales. In these transactions, the Company is selling a product or service
(e.g., advertising services) to a customer and at the same time purchasing goods or services from that
customer or making an investment in the customer; and -

2. Sales of multiple products or services. In these transactions, the Company is selling multiple producté or
services to a counterparty.

Contemporaneous Purchases and Sales

In the normal course of business, AOL Time Warner enters into transactions where it is purchasing a
product, service or making (or selling) an investment in a (or to a) vendor and at the same time it is
negotiating a contract for the sale of advertising to the vendor. For example, when negotiating programming
arrangements with cable networks, our Cable segment will, at times, simultaneously negotiate for the sale of
advertising to the cable network. Similarly, when negotiating network service arrangements with network
providers our AOL segment may simultanecously negotiate for the sale of advertising to these network
providers. These arrangements may be documented in one contract or may be documented in two separate
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contracts; whether there are one or two contracts, these arrangements are negotiated simultaneously. In
accounting for these arrangements, we look to the guidance contained in the following authoritative literature:

¢ APB Opinion No. 29, “Accounting for Nonmonetary Transactions” (APB 29); and
» EITF 01-09, “Accounting for Consideration Given by a Vendor to a Customer” (EITF 01-09).

The Company measures these transactions based on the respective fair values of the goods or services
purchased and the goods or services sold. If the Company is unable to determine the fair value of one or more
of the element(s) being purchased, then revenue recognition is limited to the total consideration received for
the products or services sold less the amounts paid that can be supported. For example, if the Company sells
advertising to a customer for $10 million in cash and contemporaneously enters into an arrangement to acquire
software for $2 million from the same customer, but fair value for the software cannot be reliably determined,
the Company would limit the amount of revenue recognized related to the advertising sold to $8 million. As
another example, if the Company sells advertising to a customer for $10 million in cash and contemporane-
ously invests $2 million in the equity of that same customer, but fair value for the equity investment is only
determined to be $1 million, the Company would limit the amount of revenue recognized related to the
advertising sold to $9 million. Accordingly, the judgments made regarding fair value in accounting for these
arrangements impact ‘the period revenues, expenses and net income over the term of the contract.

In determining the fair value of the respective elements the Company refers to quoted market prices
(where available), historical transactions or comparable cash transactions. For example, in determining the
fair value of a non-publicly traded equity security purchased at the same time the Company sells a good or a
service to an investee, the Company would look to what other investors who do not have other contemporane-
ous transactions have paid in the most recent round of financings with the investee. If the investment is
publicly traded, fair value would be determined by reference to quoted market prices. In addition, the stated
terms of a transaction are considered to be at fair value to the extent that the Company has received price
protection in the form of “most favored nation” clauses or similar contractual provisions.

Finally, in a contemporaneous purchase and sale transaction, evidence of fair value for one element of a
transaction may provide support for the fair value of the other element of a transaction. For example, if the
Company sells advertising to a customer and contemporaneously invests in the equity of that same customer,
evidence of the fair value of the investment would implicitly support the fair value of the advertising sold since
there are only two elements in the arrangement.

Sales of Multiple Products or Services

The Company’s policy for revenue recognition in instances where there are multiple elements being sold
at the same time to the same counterparty is in accordance with the Frequently Asked Question Guide on
SAB 101 and is similar to the principles underlying the recently finalized EITF Issue No. 00-21, “Accounting
for Revenue Arrangements with Multiple Deliverables.” Specifically, if the Company enters into sales
contracts for the sale of multiple products or services, then the Company evaluates whether it has objective
fair value evidence for each element of the transaction. If the Company has objective fair value evidence for
each element of the transaction, then it accounts for each element of the transaction independently as it is
being delivered based on the relevant revenue recognition accounting policies. However, if the Company is
unable to determine objective fair value for one or more elements of the transaction, the Company generally
recognizes advertising revenue on a straight line-basis over the term of the agreement. For example, the AOL
division might agree to place advertising for a customer, build brand awareness for the customer on the
customer’s various websites and provide that the customer will be the exclusive provider of specified services
to AOL subscribers. Since the AQOL division is providing multiple services for which it is unable to determine
the fair value of each element, the revenue from this transaction would be recorded on a straight line-basis
over the term of the agreement.
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Filmed Entertainment Revenues and Costs

An aspect of film accounting that requires the exercise of judgment relates to the process of estimating
the total revenues to be received throughout a film’s life cycle. Such estimate of a film’s “ultimate revenue” is
important for two reasons. First, while a film is being produced and the related costs are being capitalized, it is
necessary for management to estimate the ultimate revenues, less additional costs to be incurred including
exploitation costs, in order to determine whether the value of a film has been impaired and thus requires an
immediate write off of unrecoverable film costs. Second, the amount of capitalized film costs recognized as
cost of revenues for a given film as it is exhibited in various markets, throughout its life cycle, is based upon
the proportion of the film’s revenues recognized for such period to the film’s estimated ultimate total revenues.
Similarly, the recognition of participations and residuals is recognized based upon the proportion of the film’s
revenues recognized for such period to the film’s estimated ultimate total revenues.

Management bases its estimates of ultimate revenue for each film on the historical performance of similar
films, incorporating factors such as the star power of the lead actors and actresses, the genre of the film and the
expected number of theatres at which the film will be released. Management updates such estimates based on
the actual results of each film. For example, a film which has resulted in lower-than-expected theatrical
revenues in its initial weeks of release would generally have its theatrical, home video and distribution ultimate
revenues adjusted downward; a failure to do so would result in the understatement of amortized film costs for
the period. Since the total film cost to be amortized for a given film is fixed, the estimate of ultimate revenues
impacts only the timing of film cost amortization. ‘

Gross Versus Net Revenue Recognition

In the normal course of business, the Company acts as an intermediary or agent with respect to certain
payments received from third parties. For example, the Music segment distributes music product (e.g. CD’s
and DVD’s) on behalf of third party record labels, the Filmed Entertainment segment distributes films, on
behalf of independent film producers, the Publishing segment utilizes subscription agents to increase magazine
subscribers, the AOQL segment sells advertising on behalf of third parties and our Cable segment collects taxes
on behalf of franchising authorities.

The accounting issue encountered in these arrangements is whether the Company should report revenue
based on the “gross” amount billed to the ultimate customer or on the “net” amount received from the
customer after commissions and other payments to third parties. To the extent revenues are recorded gross,
any commissions or other payments to third parties are recorded as expenses so that the net amount (gross
revenues, less expenses) flows through operating income. Accordingly, the impact on operating income is the
same, whether the Company records the revenue on a gross or net basis. For example, if the Company’s Music
segment distributes a CD to a wholesaler for $15 and passes $10 to the third party record label, should the
Mousic segment record gross revenue from the wholesaler of $15 and $10 of expenses or should they record the
net revenues they keep of $5? In either case, the impact on operating income is $5.

Determining whether revenue should be reported gross or net is based on an assessment of whether the
Company is acting as the “principal” in a transaction or acting as an “agent” in the transaction. To the extent
the Company is acting as a principal in a transaction the Company reports as revenue the payments received
on a gross basis. To the extent the Company is acting as an agent in a transaction the Company reports as
revenue the payments received less commissions and other payments to third parties, 1.e., on a net basis. The
determination of whether the Company is serving as principal or agent in a transaction is judgmental in nature
and based on an evaluation of the terms of an arrangement.

In determining whether the Company serves as principal or agent in these arrangements the Company
follows the guidance in EITF 99-19, “Reporting Revenue Gross as a Principal versus Net as an Agent”
(“EITF 99-197). Pursuant to such guidance, the Company serves as the principal in transactions in which it
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has substantial risks and rewards of ownership. The indicators that the Company has substantial risks and
rewards of ownership are as follows:

e The Company is the supplier of the products or services to the customer;

» The Company has general inventory risk for a product before it is sold;

e The Company has latitude in establishing prices;

¢ The Company has the contractual relationship with the ultimate customer;

° The Company modifies and services the product purchased to meet the ultimate customer
specifications;

e The Company has discretion in supplier selection; and

+ The Company has credit risk.

Conversely, pursuant to EITF 99-19 the Company serves as agent in arrangements where the Company
does not have substantial risks and rewards of ownership. The indicators that the Company does not have
substantial risks and rewards of ownership are as follows:

e The supplier (not AOGL Time Warner) is responsible for providing the product or service to the
customer;

o The supplier (not AOL Time Warner) has latitude in establishing prices;

» The amount the Company earns is fixed; and

» The supplier (not AOL Time Warner) has credit risk.

Based on the above criteria and for our more significant transactions that we evaluated, the Music
segment records the distribution of product on behalf of third party record labels on either a gross or net basis
depending on the terms of the contract, the Filmed Entertainment segment records revenue from the
distribution of films on behalf of independent film producers on a gross basis, the Publishing segment records
revenue net of commissions paid to subscription agents, the AOL segment records revenue from the sale of
third party advertising predominately on a gross basis and the Cable segment records revenue from the
collection of franchise fees on a gross basis.

Accounting for Advances

Another area of judgment affecting reported net income is management’s estimate of the recoverability of
artist advances and publisher advances. The recoverability of those assets is based on management’s forecast
of anticipated revenues from the sale of future and existing music and publishing-related products. In
determining whether those amounts are recoverable, management evaluates the current and past popularity of
the artists or publishers, the initial commercial acceptability of the product, the current and past popularity of
the genre of music or book that the product is designed to appeal to, and other relevant factors. Based on this
information, management expenses the portion of such advances that it believes is not recoverable.

Sales Returns and Uncollectible Accounts

One area of judgment affecting reported revenue and net income is management’s estimate of product
sales that will be returned and the arhount of receivables that will ultimately be collected. In determining the
estimate of product sales that will be returned, management analyzes historical returns, current economic
trends and changes in customer demand and acceptance of AOL Time Warner’s products. Based on this
information, management reserves a percentage of each dollar of product sales that provide the customer with
the right of return.

Similarly, management evaluates accounts receivables to determine if they will ultimately be collected.
In performing this evaluation, significant judgments and estimates are involved, including an analysis of
specific risks on a customer-by-customer- basis for larger accounts and customers, and an analysis of
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receivables aging that determines the percent that has historically been uncollected by aged category. Based
on this information, management reserves an amount that is believed to be uncollectible.

RISK FACTORS AND CAUTION CONCERNING FORWARD-LOOKING STATEMENTS

Risk Factors

If the events discussed in these risk factors occur, the Company’s business, financial condition, results of
operations or cash flows could be materially adversely affected. In such case, the market price of the
Company’s common stock could decline.

The Company’s America Online business may be adversely affected by competitive market conditions and
may rot be able to execute its business strategy. The Company’s America Online business has recently
announced its strategy to revitalize the business and respond to the changing competitive environment. The
strategic plan focuses on improving the products and services it offers consumers, and includes the following
primary components:

» continuing to focus on the profitability of members using narrowband Internet access;

o managing the migration of members to broadband and multiband by improving the broadband and
multiband product; '

 focusing on the member experience with new features, content, community and customer service;

e growing non-subscription revenues by stabilizing and expanding its advertising business, develop-
ing premium services such as online-games and voice services, and identifying and developing
commerce marketplaces such as online liquidations of goods;

» taking steps to continue to reduce losses at the international businesses and working to bring them
to profitability; and o

° continuing cost management.

America Online is in the beginning stages of implementation of ‘the strategy. Each of these initiatives
requires sustained management focus, organization and coordination over time, as well as success in building
relationships with third parties and success in anticipating and keeping up with technological developments
and consumer preferences. The results of the strategy and implementation will not be known for some time in
the future. If America Online is unable to implement the strategy successfully or properly react to changes in
market conditions, ACL Time Warner’s financial condition, results of operations and cash flows could be
adversely affected. Successful implementation of the strategy may require material increases in costs and
expenses, and some of the new strategy components, if successful, may result in lower profit margins (for
example, broadband members generally generate lower profit margins than narrowband members).

Each year a significant portion of ACL subscribers cancel or are terminated. In the past, AOL has been
able to attract sufficient new members to more than offset cancellations and terminations. It is uncertain
whether America Online can continue to register new subscribers in numbers sufficient to replace those
subscribers who cancel or are terminated and may experience increased volatility in its subscriber base as well
as declines in the number of subscribers. America Online recently has experienced declines in the number of
U.S. subscribers, to approximately 26.5 million at December 31, 2002, and anticipates that it will experience
further declines due to the maturing narrowband services subscriber universe, subscribers adopting broadband
service, a reduction in direct marketing response rates, an increase in subscriber terminations and cancella-
tions, and the Company’s previously stated increased focus on improving the profitability of its narrowband
membership base. In addition, as the overall size of the subscriber base becomes larger, the difficulty in
maintaining and growing the subscriber base increases because the number of new subscribers required to
offset those subscribers who terminate or.are cancelled also becomes larger. America Online faces increased
competition from other providers of Internet services, including both online services such as Microsoft MSN
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and AT&T Worldnet and providers ‘of broadband access such as cable and telephone companies who have
greater access to and control of the methods used to provide Internet services to users.

Maintaining and growing the subscriber base has become more challenging as the popularity of
broadband Internet access has increased. As more people switch to broadband, especially as offered by other
providers, America Online will need to develop a compelling broadband product to attract members who are
willing to pay-additional amounts for the content and functionality provided by America Online. Since many
of the premium services will be provided via broadband, a successful premium services strategy may be linked
to success with its broadband strategies. It is also unclear how successful America Online will be in promoting
and selling its new premium services to members generally, In addition, other Internet service providers may
have more resources to devote to development and marketing of their services, or may be able to offer low-
priced alternatives to the AOL service. To be successful in its broadband strategy, America Online will need to
maintain and further its existing arrangements with certain cable and telephone companies, as well as develop
successful business relationships with additional large broadband access providers. Further, changes in the
current regulatory environment may adversely impact America Online’s ability to provide broadband services
at competitive prices.

Ongoing investigations by the Securities and Exchange Commission and the Department of Justice and
pending shareholder litigation could affect AOL Time Warner’s operations. The Securities and Exchange
Commission (the “SEC”) and the Department of Justice (the “DOQJ”) are investigating the Company’s
financial reporting and disclosure practices. As of March 25, 2003, there were thirty-eight putative class action
and shareholder derivative lawsuits alleging violations of federal and state securities laws as well as purported
breaches of fiduciary duties pending against AOL Time Warner, certain of its current and former executives,
past and present members of its Board of Directors and, in certain instances, America Online. There are also
three actions making allegations of ERISA violations. The complaints purport to be made on behalf of certain
of the Company’s shareholders and allege, among other things, that AOL Time Warner made material
misrepresentations and/or omissions of material facts in violation of Section 10(b) of the Securities Exchange
Act of 1934 (the “Exchange Act”), Rule 10b-5 promulgated thereunder, and Section 20(a) of the Exchange
Act. As noted, there are also related derivative actions and ERISA actions. The Company is unable to predict
the outcome of the SEC and DOJ investigations and the pending shareholder litigation. The Company is
incurring expenses as a result of the SEC and DOJ investigations and the shareholder litigation pending
against the Company, and any costs associated with judgments in or settlements of these matters could
adversely affect its financial condition and results of operations. See “Overview — Recent Developments —
Update on SEC and DOJ Investigations.”

An inability to achieve the Company’s debt-reduction goals could adversely affect the Company’s common
stock price. The Company has announced a goal of decreasing its total consolidated debt (net of cash) over
the period ending December 2004. If it is unable to achieve this goal, including by using free cash flow,
completing the planned initial public offering of its cable business, selling non-core assets and using other de-
leveraging initiatives, the price of its common stock could be adversely affected.

Technological developments may adversely affect the Company’s competitive position and Iimit its ability
to protect its valuable intellectual property rights. ACL Time Warner’s businesses operate in the highly
competitive, consumer-driven and rapidly changing media and entertainment industries. These businesses, as
well as the industries generally, are to a large extent dependent on technological developments, including
access to and selection and viability of new technologies,” and are subject to potential pressure from
competitors as a result of their technological developments. For example:

« The Company’s cable business may be adversely affected by more aggressive than expected
competition from alternate technologies such as satellite and DSL; by the failure to choose
technologies appropriately; by the failure of new equipment, such as digital set-top boxes or digital
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video recorders, or services, such as digital cable, high-speed data services and video-on-demand,
to appeal to enough consumers or to be available at prices consumers are willing to pay, to
function as expected and to be delivered in a timely fashion;

o The Company’s America Online business may be adversely affected by competitors’ abilities to
more quickly develop new technologies, including more compelling features/functionalities and
premium services for Internet users; and by the uncertainty of the costs for obtaining rights under
patents that may cover technologies and methods used to deliver new services;

» The Company’s filmed entertainment and television network businesses may be adversely affected
by the fragmentation of consumer leisure and entertainment time caused by a greater number of
choices resulting from technological developments, the impact of personal video recorder or other
technologies that have “ad-stripping” functions, and technological developments that facilitate the
piracy of its copyrighted works; and

= The Company’s music business may be adversely affected by technological developments, such as
Internet peer-to-peer file sharing and CD-R activity, that facilitate the piracy of music; by its
inability to enforce the Company’s intellectual property rights in digital environments; and by its
failure to develop a successful business model applicable to a digital online environment.

Caution Regarding Forward-Looking Statements

The SEC encourages companies to disclose forward-looking information so that investors can better
understand a company’s future prospects and make informed investment decisions. This document contains
“forward-looking statements” within the meaning of the Private Securities Litigation Reform Act of 1995,
particularly statements anticipating future growth in revenues, EBITDA and cash flow. Words such as
“anticipates,” ‘“‘estimates,” “expects,” “projects,” “intends,” “plans,” “believes” and words and terms of
similar substance used in connection with any discussion of future operating or financial performance identify
forward-looking statements. These forward-looking statements are based on management’s present expecta-
tions and beliefs about future events. As with any projection or forecast, they are inherently susceptible to
uncertainty and changes in circumstances, and the Company is under no obligation to, and expressly disclaim
any obligation to, update or alter its forward-looking statements whether as a result of such changes, new
information, subsequent events or otherwise. :

AOL Time Warner operates in highly competitive, consumer-driven and rapidly changing media,
entertainment and Internet businesses. These businesses are affected by government regulation, economic,
strategic, political and social conditions, consumer response to new and existing products and services,
technological developments and, particularly in view of new technologies, the continued ability to protect
intellectual property rights. AOL Time Warner’s actual results could differ materially from management’s
expectations because of changes in such factors. Other factors and risks could adversely affect the operations,
business or financial results or AOL Time Warner or its business segments in the future and could also cause
actual results to differ from those contained in the forward-looking statements, including those identified in
AOL Time Warner’s other filings with the SEC and the following:

For AOL Time Warner’s America Online businesses:
» the ability to successfully implement a new strategy;
s the ability to develop new products and services to rémain competitive;
« the ability to develop, adopt or have access to new technologies;

* the ability to successfully implement its broadband and multiband strategy;
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the ability to have access to distribution channels controlled by third parties;

the ability to retain and grow its subscriber base profitably;

~ the ability to provide adequate server, network and system capacity;

the risk of unanticipated increased costs for network services, including increased costs and
business disruption resulting from the financial difficulties being experienced by a number of
AOL’s network service providers, such as WorldCom;

increased competition from providers of Internet services, including providers of broadband
access;

the ability to attract more traditional advertisers to the online adircrtising medium;

the ability to maintain or renew existing advertising or marketing commitments, including the
ability to renew or replace large multi-period advertising arrangements with similar commitments
or with shorter term advertising sales;

the risk that online advertising industry will not improve at all or at a rate comparable to
improvements in the general advertising industry;

the ability to maintain or enter into new electronic commerce, marketing or content arrangements;

the risks from changes in U.S. and international regulatory environments affecting interactive
services; and

the ability to reduce losses at its international businesses and bring them to proﬁtability.

For ACL Time Wairner’s cable business:

more aggressive than expected competition from new technologies and other types of video
programming distributors, including satellite and DSL;

increases in government regulation of basic cable or equipment rates or other terms of service,
such as “digital must-carry,” “forced access” or common carrier requirements; government
regulation of other services, such as broadband cable modem service;

the failure of new equipment, such as digital set-top boxes or digital video recorders, or services,
such as digital cable, high-speed data services or video-on-demand, to appeal to enough
consumers or to be available at prices consumers are willing to pay, to function as expected and to
be delivered in a timely fashion;

fluctuations in spending levels by advertisers and consumers; and

greater than expected increases in programming or other costs.

For AOL Time Warner’s filmed entertainment businesses:

the ability to continue to attract and select desirable talent and scripts at manageable costs;
general increases in production costs;

fragmentation of consumer leisure and entertainment time and its possible negative effects on the
broadcast and cable networks, which are significant customers of these businesses;

continued popularity of merchandising;

the uncertain impact of technological developments that may facilitate piracy of its copyrighted
works; ‘
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the ability to. develop and apply adequate protections for filmed entertainment content in a digital
delivery environment;

the ability to develop a successful business model for dehvery of feature films in a digital online
environment;

risks assocmted ‘with foreign currency exchange rates;

with respect to feature films, the increasing marketing costs assomated with theatrical film releases
in a highly competitive marketplace;

with respect to television programming, a decrease in demand for television programming
provided by non-affiliated producers; and

with respect to home video, the ability to maintain relationships with significant customers in the
rental and sell-through markets.

For ACL Time Warner’s network businesses:

%

S

greater than expected news gathering, programming or production costs;

public or cable operator resistance to price increases and the negative impact on premium
programmers of increases in basic cable rates;

increased regulation of distribution agreements;
the sensitivity of network advertising to economic cyclicality and to new media technologies;
the negative impact of consolidation among cable and satellite distributors;

piracy of content by means of interception of cable and satellite transmissions or Internet peer-to-
peer file sharing; '

the impact of personal video recorder “ad-stripping”, functions on advertising sales and network
branding;

the development of new technologies that alter the role of programming networks and services;
and

greater than expected ‘fragmentation of consumer viewership due to an increased number of
programming services or the increased popularity of alternatives to television.

For ACL Time Warner’s musw busmess

o

the ability to continue to attract and select desirable talent at manageable costs; the popular
demand for particular. artists and albums; the timely completion of albums by major artists;

the ability to continue to enforce its intellectual property rights in digital environments; piracy of

-music by means of Internet peer-to-peer file sharing and organized and home CD-R activity;

the ability to develop a successful business model applicable to a digital online environment;
the ability to maintain retail product pricing in a competitive environment;

the potential loss of catalog if it is determined that recording artists have a right to recapture sound
recordings under the United States Copyright Act;

the potential repeal of Subsection (b) of California Labor Code Section 2855, a Section which
prescribes a maximum length for personal service contracts;
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the risk that there will be other federal and state statutes enacted which are similar to California
Labor Code Section 2855, a Section which prescribes a maximum length for personal service
contracts;

risks from disruptions in the retail environment from bankruptcies, store closings and liquidity
problems of record retailers;

risks associated with foreign currency exchange rates;

the ability to utilize DVD manufacturing capacity fully and to maintain current DVD manufactur-
ing pricing; and

the overall strength of global music sales.

For AOL Time Warner’s print media and publishing businesses:

L

o

declines in spending levels by advertisers and consumers;
the ability in a challenging environment to continue to develop new sources of circulation;

unanticipated increases in paper, postal and distribution costs, including costs resulting from
financial pressure on the U.S. Postal Service;

increased costs and business disruption resulting from instability in the newsstand distribution
channel; and

the introduction and increased popularity over the long term of alternative technologies for the
provision of news and information.

- For AOL Time Warner generally, the overall financial strategy, including growth in operations,
maintaining financial ratios and a strong balance sheet, could be adversely affected by decreased liquidity in
the capital markets, including any reduction in the ability to access either the capital markets for debt
securities or bank financings, failure to meet earnings expectations, significant acquisitions or other transac-
tions, economic slowdowns, the risk of war, increased expenses as a result of the SEC and Department of
Justice investigations and the shareholder litigation pending against AOL Time Warner, as well as the risk of
costs associated with judgments in or settlements of such matters, and changes in the Company’s plans,
strategies and intentions. In addition, lower than expected valuations associated with the cash flows and
revenues at its segments may result in its inability to realize the value of recorded intangibles and goodwill at
those segments.
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(millions)

ASSETS

Current assets

Cash and equivalents . . ... ... . s
Receivables, less allowances of $2.379 and $1.889 billion......................
Inventories .. ... e e e e e e
Prepaid expenses and other current assets ............... ... ....... e

Total CUITENt @SSEIS . . o .ottt et et e e e e
Noncurrent inventories and film costs . .......... .ot
Investments, including available-for-sale securities .................ccovveenn..
Property, plant and equipment .. ... .. L e
Intangible assets subject to amortization. .. ... ... ... . .. i i i
Intangible assets not subject to amortization ..............cciiiiiiiiin..
Goodwill ...... Pt
Other assets ...ttt e S

Total ASSetS . . oo e .

LIABILITIES AND SHAREHOLDERS® EQUITY

Current liabilities

Accounts payable . ... ... .. L
Participations payable ........ ... .o e
Royalties and programming costs payable ....... s e
Deferred revenue . ... ... . e e
Debt due within one year ..............c.oiviinrann s, B
Other current liabilities .. ... ... .. i

Total current liabilities ............ e e N

Long-term debt ... .. .. ‘

Deferred income taxes....... LSS PR S
Deferred revenue .............. e P e
Other liabilities. ... ... ..o e
MINOTItY IMETESTS . . oottt e e e

Shareholders’ equity
Series LMCN-V Common Stock, $0.01 par value, 171.2 million shares
outstanding in each period ... ... . ...
AQL Time Warner Common Stock, $0.01 par value, 4.305 and 4.258 billion
shares outstanding .. ... ...ttt e e
Paid-in capital . ... i
Accumulated other comprehensive income (loss), net ......... ... ... .. ...
Retained earnings (1oss) . ... ..ot e
Total shareholders’ equity .. ... ...t i

Total liabilities and shareholders’ equity . ....... ... ... ..

See accompanying notes.
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2002 2001
$ 1,730 $§ 719
5,667 6,054

1,896 1,791

1,862 1,687

11,155 10,251

3,351 3,490

5,138 6,886

12,150 12,669

7,061 7,289

37,145 37,708

36,986 127,420

2,464 2,791
$ 115450  $208,504
$ 2459 § 2266

1,689 1,253

1,495 1,515

1,209 1,451

155 48

6,388 6,443

13,395 12,976

27,354 . 22,792

10,823 11,231

990 1,048
5,023 4,839
5,048 3,591
2 2

43 42
155,134 155,172
(428) 49

(101,934)  (3,238)

52,817 152,027
$ 115450  $208,504
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CONSOLIDATED STATEMENT OF OPERATIONS
-Years Ended December 31,

(millions, except per share amounts)

2002 2001 2000

Revenues: .

Subscriptions ....... S e $ 18,959 § 15,657 $§ 4,977

Advertising and commerce ......... ... - 7,680 8,260 2,273

Contentandother ... ..................... e 14,322 13,249 555
Total revenues™ .. ... 40,961 37,166 7,605
Costs of revenues™ .......... ... ... D (24,315)  (20,533) (3,866)
Selling, general and administrative™ .. ... ... .. ... L. (9,916) {9,079) (1,864)
Amortization of goodwill and other intangible assets........... (732) (7,186) (99)
Impairment of goodwill and other intangible assets............ (45,538) — —
Merger and restructuring costS . ... i T (335) {250) (10)
Operating income (loss) ........ e {39,875) 118 1,766
Interest expense, net .................... P (1,783) (1,353) 275
Other expense, net™ .. ... ... .. (2,498)  (3,567) (208)
Minority interest income (€Xpense).........c.o.oovvrvnneienn.. {278) 46 —
Income (loss) before income taxes, discontinued operations and

‘cumulative effect of accounting change.................... (44,434) (4,756) 1,833
Income tax provision ... ..... ... (140) {139) {(712)
Income (loss) before discontinued operations and cumulative .

effect of accounting change ............. ... ... .. (44,574) (4,895) 1,121
Discontinued operations, net of tax ........... ... .. ... . 113 {39) —
Income (loss) before cumulative effect of accounting change ...  (44,461) (4,934) 1,121
'Cumulative effect of accounting change ..................... (54,235) — —
Net income (loss) ............. E $(98,696) § (4,934) § 1,121
Basic income (loss) per common share before discontinued

operations and cumulative effect of accounting change....... $ (10.01) $ (L.11) §& 048
Discontinued operations ............. .. ..o 0.03 — —
Cumulative effect of accounting change .................. ... (12.17) — —
Basic net income (loss) per common share .................. $ (22.15) $ (1.11) $ 048
Average basic common SHares .. .......... vt T 44549 4,429.1 2,323.0
Diluted income (loss) pet common share before discontinued S '

operations and cumulative effect of accounting change....... $ (10.01) $ (1.11) $ 043
Discontinued operations .................... e P ' 0.03 — —
Cumulative effect of accounting change ....... PP o (12.17) — —
Diluted net income (loss) per common share ................ $ (22.15) § (1.11y § 043

Average diluted common shares. . ......... ... . ... ... 4,521.8 4,584.4 2,595.0

@ TIncludes the following income (expenses) resulting from transactions with related companies:

Revenue ... o
COSt OF TEVEMUES . . .o v ittt et i e e et e e
Selling, general and administrative
Tnterest income (@Xpense), net . ... ..l . e
Other income (expense), net........... . e e

See accompanying notes.




AQL TIME WARNER INC,

CONSOLIDATED STATEMENT OF CASH FLOWS

Years Ended December 31, -
(millions)

OPERATIONS

Net income (loss)™ ... ... ... e

Adjustments for noncash and nonoperating items:
Cumulative effect of accounting change.............. e
Impairment of goodwill and other intangible assets .................
Depreciation and amortization. . ....... ... i
Amortization of film costs . ....... ... . e
Loss on writedown of investments. .......... ... ... ... .. ...
Gain on sale of investments . . .......... ... i
Equity in losses of investee companies after distributions ............

Changes in operating assets and liabilities, net of acquisitions:
Receivables .. .. e
INVeDTOTIES . . oot e
Accounts payable and other liabilities ...................... ...
Other balance sheet changes ......... ... ... . i i

Adjustments relating to discontinued operations . .....................

Cash provided by operating activities . .............. .. ..ot

INVESTING ACTIVITIES
Acquisition of Time Warner Inc. cash and equivalents ................
Investments in available-for-sale securities ..................... .. ...
Other investments and acquisitions, net of cash acquired ...............
Capital expenditures and product development costs from continuing
OPETALIONS . . o\ ettt et et e e e e
Capital expenditures from discontinued operations . ...................
Investment proceeds from available-for-sale securities . ... .... e
Other investment proceeds. . .........o it

Cash used by investing activities. ... ..........c iiiiieivnrenann...

FINANCING ACTIVITIES
Borrowings . .......... e e e e e
Debt repayments . ....... e e
Redemption of redeemable preferred securities of subsidiaries ..........
Proceeds from exercise of stock option and dividend relmbursement plans
Current period repurchases of common stock ......... 7 ..... .., .....
Dividends paid and partnership distributions from discontinued
OPETAtIONS, Nt . . o\ ittt e e
Dividends paid from continuing operations ............. e
Principal payments on capital leases. ...................... AP
O heT o e

Cash provided (used) by ﬁnancmg activities. .. ... i

INCREASE (DECREASE) IN CASH AND EQUIVALENTS ........
CASH AND EQUIVALENTS AT BEGINNING OF PERIOD ..... e

CASH AND EQUIVALENTS ATEND OF PERIOD ...............

2602 2001 2000
$(98,696) $(4,934) $ 1,121
54,235 - —
45,538 — —
3,059 8,936 443
2,536 2,380 —
2227 2,537 465
(136) (34)  (358)
399 975 36
200 (469) (84)
(2,489)  (2,801) —
700 (1,973) 996
(176) 68 (668)
265 596 —
7,032 5,281 1,951
— 690 —
— (527)  (283)
(7,779)  (3,650)  (2,065)
(3,023)  (3213) - (778)
(206)  (408) —
134 30 527
414 1,821 283
(10,460)  (5,257)  (2,316)
23,535 10,692 104
(18,984)  (9,900) (1)
(255)  (575) —
297 926 318
(102)  (3,031) —
an (59) —
— (4) —
(61) — —
20 36 —
4439 (1915) 421
1,011 (1,891) 56
719 2,610 2,554

$ 1730 $ 719 $ 2,610

@ Includes net income (loss) from discontinued operations of $113 million in 2002 and $(39) million in 2001.

See accompanying notes.
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CONSOLIDATED STATEMENT OF SHAREHOLDERS’ EQUITY
(millions)

BALANCE AT DECEMBER 31,1999 . .......................
NetinCOmME ...t e
Realized and unrealized losses on derivative financial instruments,
net of $1 million tax benefit. .......... ... . .
Unrealized losses on securities, net of $861 million tax beneﬁt .....

Comprehensive 1085, ... ... o i
Shares issued for acquisitions ............... . ... oo,
Shares issued in connection with the conversion of convertible debt
Shares issued pursuant to stock option and employee stock
purchase plans, included $711 million tax benefit............ ..
Amortization of compensatory stock options ....................
Other ..

BALANCE AT DECEMBER 31,2000........................
Shares issued in connection- with the America Online-Time Warner

INETECT . oottt et e e e e e e e e
Reversal of America Online’s deferred tax valuation allowance . ...

Balance at December 31, 2000 adjusted to give effect to America
Online-Time Warner merger .. .....c..oovvivent e enae. ns

Net loss™ .

Foreign currency translation adjustments ............. . ..., ....

Unrealized gains on securities, net of $2 million tax provision® ..

Realized and unrealized losses on derivative financial instruments,

" net of $3 million tax benefit. .................... e

Comprehensive (10sS) ... ... i v

Repurchases of AOL Time Warner common stock ..............

Shares issued pursuant to stock options, restricted stock dividend
reinvestment and benefit plans included $1.466 billion income tax

{015 1 =3 1 P :

BALANCE AT DECEMBER 31, 2001.... ... e
Nt J08S oot e
Foreign currency translation adjustments.................. ...
Unrealized gains on securities, net of $37 million tax provision® . ..
Realized and unrealized losses on derivative financial instruments,
net of $10 million tax benefit............ .. ... . ... ..
Unfunded accumulated benefit obligation, net of $213 million
income tax benefit....... ... . ...

Comprehensive (10SS) .. ....vviiineinn .. e
Repurchases of AOL Time Warner Stock.................... ..
Dilution of interest in Time Warner Entertainment Company L.P.,

net of $276 million income tax impact. . .....................

Shares issued pursuant to stock options, restricted stock, dividend
reinvestment and benefit plans including $161 million income tax
benefit. .. ...

Retained

: Earnings
Common Paid-In (Accumulated
Stock Capital Deficit) Total
$23 $ 4,266 $ 2,042 $ 6,331
— — 1,121 1,121
- - (1) (1)
- — (1,405) (1,405)
— — (285) (285)
—_ 275 — 275
—_— 244 — 244
1 1,028 — 1,029
— 13 — 13
= (880) — (880)
24 4,946 1,757 6,727
19 146,411 — 146,430
= 4,439 — 4,439
43 155,796 1,757 157,596
— — (4,934) (4,934)
— — (11) (11)
— —_ 4 4
= — (5) (5
— — (4,946) (4,946)
(D) (3,045) — (3,046)
_g 2,421 — 2,423
44 155,172 (3,189) 152,027
— — (98,696)  (98,696)
— — (193) (193)
— — 56 56
- - (21) (21)
— — (319) (319)
— — (99,173) (99,173)
— (102) — (102)
— (414) — (414)
1 478 - 479
$45  $155134  $(102,362)  $ 52,817

@ 1Includes a $34 million pretax reduction (tax effect of $14 million) related to realized gains on the sale of securities'in 2001 and an increase of $629 million
pretax (tax effect of $251 million) related to lmpalrmem charges on investments that had experienced other-than-temporary declines. These charges are

included in the 2001 net loss.

®) Includes a $40 million pretax reduction (tax effect of $16 million) related to realized gains on the sale of securities in 2002 and an increase of $738 million
pretax (tax effect of $295 million) related to impairment charges on investments that had experienced other-than-temporary declines. These charges are

included in the 2002 net loss.

See accompanying notes.
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AOL TIME WARNER INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS .

1. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Description of Business and Basis of Presentation

Description of Business

AQL Time Warner Inc. (“AOL Time Warner” or the “Company’) is the world’s leading media and
entertainment company. The Company was formed in connection with the merger of America Online, Inc.
(“‘America Online”} and Time Warner Inc. (“Time Warner”), which was consummated on January 11, 2001
(the “Merger”). As a result of the Merger, America Online and Time Warner each became a wholly owned
subsidiary of AOL Time Warner. ‘

AQL Time Warner classifies its business interests into six fundamental areas: AOL, consisting principally
of interactive services, Web properties, Internet technologies and electronic commerce services; Cable,
consisting principally of interests in cable television systems; Filmed Entertainment, consisting principally of
interests in filmed entertainment and television production; Networks, consisting principally of interests in
cable television and broadcast network programming; Music, consisting principally of interests in recorded
music, music publishing and CD and DVD manufacturing; and Publishing, consisting principally of interests
in magazine publishing, book publishing and direct marketing. Financial information for AOL Time Warner’s
various business segments is presented in Note 16.

Each of the business interests within ACL Time Warner — ACL, Cable, Filmed Entertainment,
Networks, Musi¢c and Publishing — is important to management’s objective of increasing shareholder value
through the creation, extension and distribution of recognizable brands and copyrights throughout the world.
Such brands and copyrights include (1) leading worldwide Internet service ACL, leading Web properties,
such as Netscape, instant messaging services, such as ICQ and AOL Instant Messenger, and AOL music
properties, such as the AOL Music Channel, (2) Time Warner Cable, currently the second largest operator of
cable television systems in the U.S., (3) the unique and extensive film, television and animation libraries
owned or managed by Warner Bros. and New Line Cinema, and trademarks such as the Looney Tunes
characters, Batman and The Flintstones, (4) leading television networks, such as The WB Network, HBO,
Cinemax, CNN, TNT, TBS Superstation and Cartoon Network, (5) copyrighted music from many of the
world’s leading recording artists that is produced and distributed by a family of established record labels such
as Warner Bros. Records, Atlantic Records, Elektra Entertainment and Warner Music Intcrnatlonal and
{6) magazine franchises, such as Time, People and Sports Hlustrated.

A majority of AOL Time Warner’s interests in the Filmed Entertainment and Cable segments, and a
portion of its interests in the Networks segment, are held through Time Warner Entertainment Company, L.P.
“(“TWE”}. As of December 31, 2002, AOL Time Warner owned general and limited partnership interests in
TWE consisting of 72.36% of the pro rata priority capital (“Series A Capital”) and residual equity capital
(“Residual Capital”), and 100% of the junior priority capital (““Series B Capital”’). The remaining 27.64%
limited partnership interests in the Series A Capital and Residual Capital of TWE are held by subsidiaries of
Comcast Corp. (“Comecast”), which acquired the interest in TWE that was previously held by AT&T Corp.
(“AT&T”) upon consummation of the merger of Comcast and AT&T’s broadband businesses in November
2002. In August 2002, ACL Time Warner and AT&T announced that they had agreed to restructure TWE,
which is expected to be completed in early 2003 (Note 6).

Basis of Presentation

SEC and DOJ Investigations

The Securities and Exchange Commission (“SEC”) and Department of Justice (“DOJ”) are investigat-
ing the Company’s financial reporting and disclosure practices. Refer to Note 17 for additional information.
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America Online-Time Warner Merger

~ The Merger was accounted for by AOL Time Warner as an acquisition of Time Warner under the
purchase method of accounting for business combinations. The financial results for Time Warner have been
included in ACL Time Warner's results since January 1, 2001, as permitted under generally accepted
-accounting principles. Under the purchase method of accounting, the cost of approximately $147 billion to
acquire Time Warner, including transaction costs, was allocated to its underlying net assets, based on their
respective estimated fair values.. The excess of the purchase price over the estimated fair values of the net
assets acquired was recorded as goodwill. This aliocation includes intangible assets, such as film and television
libraries, music catalogues and copyrights, cable television and sports franchises, and brands and trademarks.

Because the Merger was not consummated on or before December 31, 2000, the accompanying financial
statements and notes for 2000 reflect only the financial results of America Online, as predecessor to AOL
Time Warner, and are therefore not comparable to the Company’s financial results for 2002 and 2001. The
Time Warner financial results for the year ended December 31, 2000 are presented in the Company’s Current
Report on Form 8-K/A filed February 9, 2001. In addition, the following supplemental pro forma information
for 2000 assumes that the Merger was consummated on January 1, 2000.

2000

Pro Forma

(unaudited;

) millions)

REVEMUES . ottt e $35,324

Operating 108 . oo (689)

Loss before discontinued operations and cumulative effect of accounting change . .. (3,914)
Basic and diluted net loss per common share before discontinued operations and

cumulative effect of accounting change . .......... ... .. ... .. ... . ... ... . ... $ (0.91)

Discontinued Operations

As discussed in Note 4, beginning in the third quarter of 2002, the Company’s results of operations have
been adjusted to reflect the results of certain cable television systems held in the TWE-Advance/Newhouse
Partnership (“TWE-A/N"), as discontinued operations for all periods presented herein. For 2002, for the six
months ended June 30, 2002 (e.g., the most recent reported period prior to the deconsolidation), the net
impact of the deconsolidation of these systems was a reduction of the Cable segment’s previously reported
revenues, EBITDA and operating income of $715 million, $333 million and $206 million, respectively. For the
year ended December 31, 2001, the net impact of the deconsolidation of these systems was a reduction of the
Cable segment’s previously reported revenues, EBITDA and operating income of $1.247 billion, $571 million
and $313 million, respectively. The discontinued operations did not impact the Company’s results in 2000
because the Company’s ownership interest in these cable television systems was acquired in the Merger. As of
December 31, 2001, the discontinued operations had current assets and total assets of approximately
$64 million and $2.7 billion, respectively, and current liabilities and total liabilities of approximately
$210 million and $963 million, respectively, including debt assumed in the restructuring of TWE-A/N.

Impact of Significant Acquisitions

In addition to the Merger, which affected the comparability of the Company’s financial results for the
periods before and after and the Merger, the Company’s financial results for 2002 have been impacted by the
following acquisitions that cause them not to be comparable to the results reported in 2001 and 2000.

¢ Consolidation of AOL Europe, S.A. (“AOL Europe”). On January 31, 2002, AOL Time Warner
acquired 80% of Bertelsmann AG’s (“Bertelsmann”) 49.5% interest in AOL Europe for $5.3 billion in
cash and on July 1, 2002 acquired the remaining 20% of Bertelsmann’s interest for $1.45 billion in cash
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(Note 5). As a result of the purchase of Bertelsmann’s interest in ACL Europe, AOL Time Warner
has a majority controlling interest in and began consolidating AOL Europe, retroactive to the
beginning of 2002. In connection with amendments to this transaction, the Company entered into an
agreement with Bertelsmann to expand its advertising relationship (Note 17).

< Consolidation of TPC Group Limited (“IPC”). In October 2001, ACL Time Warner’s Publishing
segment acquired IPC, the parent company of IPC Media, from Cinven, a European private equity
firm, for approximately $1.6 billion. The Company began consolidating the results of IPC on
October 1, 2001. - '

o Consolidation of Road Runner. In August 2002, AOL Time Warner's Cable segment acquired
Advance/Newhouse’s 17% indirect attributable ownership in Road Runner, increasing the Company’s
fully attributed ownership to approximately 82%. As a result of the termination of Advance/
Newhouse’s minority rights in Road Runner, AOL Time Warner has consolidated the financial
position and results of operations of Road Runner.with the financial position and results of operations
of AOL Time Warner’s Cable segment. As permitted under generally accepted accounting principles,
the Company has consolidated the results of Road Runner retroactive to the beginning of the 2002.

If the consolidation of AOL Europe, IPC and Road Runner had occurred on January 1, 2001, for the year
ended December 31, 2001, the Company’s consolidated revenues would have increased by $1.278 billion to
$38.502 billion, operating income would have decreased by $980 million to an operating loss of $862 million,
net loss would have increased by $916 million to $5.850 billion, and net loss per share would have increased by
$0.21 1o $1.32.

New Accounting Principles
Revenue Classification Changes
Reimbursement of “Out-of-Pocket” Expenses

In January 2002, the Financial Accounting Standards Board’s (“FASB”) Emerging Issues Task Force
(“EITF”) reached a consensus on EITF No. 01-14, “Income Statement Characterization of Reimbursements
Received for “Out-of-Pocket” Expenses Incurred” (“EITF 01-14”). EITF 01-14 requires that reimburse-
ments received for out-of-pocket expenses be classified as revenue on the income statement. EITF 01-14 was
effective for AOL Time Warner in the first quarter of 2002 and required retroactive restatement of all periods
presented to reflect the new accounting provisions. This change in revenue classification impacts AOL Time
Warner's Cable and Music segments. As a result of applying the guidance of EITF 01-14, the Company’s
revenues and costs presented herein were retroactively increased by an equal amount of $388 million in 2001
with no impact in 2000.

Emerging Issues Task Force Issue No. 01-09

In April 2001, the EITF reached a final consensus on EITF Issue No. 00-23, “Vendor Income Statement
Characterization of Consideration Paid to a Reseller of the Vendor’s Products,” which was later codified along
with other similar issues, into EITF 01-09, “Accounting for Consideration Given by a Vendor to a Customer
or a Reseller of the Vendor’s Products” (“EITF 01-09”). EITF 01-09 was effective for ACL Time Warner in
the first quarter of 2002 and requires retroactive restatement of all periods presented to reflect the new
accounting provisions. EITF 01-09 clarifies the income statement classification of costs incurred by a vendor
in connection with the reseller’s purchase or promotion of the vendor’s products, resulting in certain
cooperative advertising and product placement costs previously classified as selling expenses to be refiected as
a reduction of revenues. This change in revenue classification impacts AOL Time Warner’'s AOL, Music and
Publishing segments. As a result of applying the provisions of EITF 01-09, the Company’s revenues and costs
presented herein were retroactively reduced by an equal amount of $195 million in 2001 and $10 million in
2000.
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Securities and Exchange Commission Staff Accounting Bulletin No. 101

In the fourth quarter of 2000, the Company adopted SEC Staff Accounting Bulletin No. 101, “Revenue
Recognition in Financial Statements” (“SAB 101”). SAB 101 clarifies certain existing accounting principles
for the timing of revenue recognition and the classification of revenues in financial statements. While the
Company’s existing revenue recognition policies were consistent with the provisions of SAB 101, the new rules
resulted in changes as to how revenues from certain transactions are classified. As a result of applying the
provisions of SAB 101, the Company’s revenues and costs were reduced by an equal amount of $161 million
for 2000. '

New Accounting Standard for Goodwill and Other Intangible Assets

In July 2001, the FASB issued Statement of Financial Accounting Standards (“Statement”) No. 141,
“Business Combinations” and Statement No. 142 “Goodwill and Other Intangible Assets” (“FAS 1427).
These standards change the accounting for business combinations by, among other things, prohibiting the
prospective use of pooling-of-interests accounting. In addition, FAS 142 requires that, effective January 1,
2002, goodwill, including the goodwill included in the carrying value of investments accounted for using the
equity method of accounting, and certain other intangible assets deemed to have an indefinite useful life, cease
amortizing. The new rules also require that goodwill and certain intangible assets be assessed for impairment
using fair value measurement techniques. During the first quarter of 2002, the Company completed its initial
impairment review and recorded a $54.199 billion non-cash pretax charge for the impairment of goodwill,
which excludes a $36 million goodwill impairment charge associated with equity method investees. Substan-
tially all of the impaired goodwill was generated in the Merger. The charge reflects overall market declines
since the Merger was announced in January 2000, is non-operational in nature and is reflected as a cumulative
effect of an accounting change in the accompanying consolidated financial statements (Note 2).

During the fourth quarter of 2002, the Company performed its annual impairment review for goodwill
and other intangible assets and recorded an additional non-cash charge of $45.538 billion, which is recorded as
a component of operating income in the accompanying consolidated statement of operations. The $45.538 bil-
lion includes charges to reduce the carrying value of goodwill at the AOL segment ($33.489 billion), Cable
segment ($10.550 billion) and Music segment ($646 million), as well as a charge to reduce the carrying value
of brands and trademarks at the Music segment ($853 million).

The $33.489 billion charge at the AOL segment reflects the AOL segment’s lower than expected
performance, including the continued decline in the online advertising market. The $10.550 billion charge at
the Cable segment reflects current market conditions in the cable television industry, as evidenced by the
decline in the stock prices of comparable cable television companies. The $1.499 billion charge at the Music
segment reflects declining valuations in the music industry, primarily due to the negative effects of piracy.

The impairment charges are non-cash in nature and do not affect the Company’s liquidity or result in the
non-compliance with respect to any debt covenants, including the covenant to maintain at least $50 billion of
GAAP net worth contained in the Company’s credit agreements.

Variable Interest Entities

In January 2003, the FASB issued FASB Interpretation No. 46, “Consolidation of Variable Interest
Entities” (“FIN 46”), which requires variable interest entities (commonly referred to as SPEs) to be
consolidated by the primary beneficiary of the entity if certain criteria are met. FIN 46 is effective
immediately for all new variable interest entities created or acquired after January 31, 2003. For variable
interest entities created or acquired prior to February 1, 2003, the provisions of FIN 46 become effective for
the Company during the third quarter of 2003. Although the Company has not completed its review, variable
interest entities created prior to February 1, 2003 have been identified, which the Company anticipates will be
consolidated upon the adoption of FIN 46 and result in the recognition of additional long-term debt and a
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comparable amount of non-current assets of approximately $750 million, including approximately $550 mil-
lion related to the consolidation of the Company’s new corporate headquarters, approximately $125 million
related to the consolidation of certain facilities at Turner and approximately $75 million related to the
consolidation of certain aircraft. In addition to approximately $550 million related to the core and shell of the
new corporate headquarters, which the Company anticipates will be funded through the SPE, the Company
anticipates approximately an additional $300 million of costs to complete the building and prepare the space
for occupancy, which will be incurred during 2003 and 2004 and will be funded through operating cash flow or
additional borrowings. For variable interest entities acquired prior to February 1, 2003, any difference between
the net amount added to the balance sheet and the amount of any previously recognized interest in the
variable interest entity will be recognized as a cumulative effect of an accounting change. The Company
cannot currently estimate the amount of any gain or loss, if any, to be recognized upon adoption.

St@ck-Based Compensation

In December 2002, the FASB issued Statement No. 148, “Accounting for Stock-Based Compensation,
Transition and Disclosure” (“FAS 148”). FAS 148 provides alternative methods of transition for a voluntary
change to the fair value based method of accounting for stock-based employee compensation. FAS 148 also
requires that disclosures of the pro forma effect of using the fair value method of accounting for stock-based
employee compensation be displayed more prominently and in a tabular format. Additionally, FAS 148
requires disclosure of the pro forma effect in interim financial statements. The transition and annual disclosure
requirements of FAS 148 are effective for fiscal years ended after December 15, 2002. The interim disclosure
requirements of FAS 148 are effective for interim periods beginning after December 15, 2002. The adoption of
the provisions of FAS 148 did not have an impact on the Company’s consolidated financial statements,
however, the Company has modified its disclosures as provided for in the new standard.

Exit and Dispesal Activities

In July 2002, the FASB issued Statement No. 146, “Accounting for Costs Associated with Exit or
Disposal Activities” (“FAS 146”). FAS 146 nullifies the accounting for restructuring costs provided in EITF
Issue No. 94-3 “Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an
Activity (including Certain Costs Incurred in a Restructuring).” FAS 146 requires that a liability associated
with an exit or disposal activity be recognized and measured at fair value only when incurred. In addition, one-
time termination benefits should be recognized over the period employees will render service, if the service
period required is beyond a minimum retention period. FAS 146 is effective for exit or disposal activities
initiated after December 31, 2002. Management does not expect that the application of the provisions of
FAS 146 will have a material impact on the Company’s consolidated financial statements.

Moultiple Element Arrangements

In November 2002, the EITF reached a consensus on EITF No. 00-21, “Revenue Arrangements with
Multiple Deliverables” (“EITF 00-217). EITF 00-21 provides guidance on how to account for arrangements
that involve the delivery or performance of multiple products, services and/or rights to use assets. The
provisions of EITF 00-21 will apply to revenue arrangements entered into in fiscal periods beginning after
June 15, 2003. The Company believes that its current accounting is consistent with the provisions of
EITF 00-21 and therefore does not expect that the application of the provisions of EITF 00-21 will have a
material impact on the Company’s consolidated financial statements.

Consideration Received from a Vendor by a Customer

In November 2002, the EITF reached a consensus on EITF No. 02-16, “Accounting for Consideration
Received from a Vendor by a Customer” (“EITF 02-16"). EITF 02-16 provides guidance as to how
customers should account for cash consideration received from a vendor. EITF 02-16 presumes that cash
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received from a vendor represents a reduction of the prices of the vendor’s products or services, unless the cash
received represents a payment for assets or services provided to the vendor or a reimbursement of costs
incurred by the customer to sell the vendor’s products. The provisions of EITF 02-16 will apply to all
agreements entered into or modified after December 31, 2002. Management does not expect the provisions of
EITF 02-16 to have a material impact on the Company’s consolidated financial statements.

Guarantees

~ In November 2002, the FASB issued Interpretation No. 45, “Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others” (“FIN 457),
FIN 45 requires that a liability be recorded in the guarantor’s balance sheet upon issuance of a guarantee. In
addition, FIN 45 requires disclosures about the guarantees that an entity has issued, including a reconciliation
of changes in the entity’s product warranty liabilities. The initial recognition and initial measurement
provisions of FIN 45 are applicable on a prospective basis to guarantees issued or modified after December 31,
2002, irrespective of the guarantor’s fiscal year-end. The initial recognition and initial measurement provisions
of FIN 45 are not expected to have a material impact on the Company’s consolidated financial statements.
The disclosure requirements of FIN 45 are effective for financial statements of interim or annual periods
ending after December 15,.2002; therefore, the Company has modified its disclosures herein as required.

Asset Retirement Obligations

In July 2001, the FASB issued Statement No. 143, “Accounting for Asset Retirement Obligations”
{(“FAS 143”). FAS 143 addresses the accounting and reporting for obligations associated with the retirement
of tangible long-lived assets and the associated asset retirement costs. FAS 143 became effective for ACL
Time Warner in the first quarter of 2002. The provisions of FAS 143 did not have a material impact on the
Company’s consolidated financial statements.

Impairment or Disposal of Long-Lived Assets

In August 2001, the FASB issued Statement No. 144, “Accounting for the Impairment or Disposal of
Long-Lived Assets” (“FAS 144”). FAS 144 clarifies the accounting for the impairment of long-lived assets
and for long-lived assets to be disposed of, including the disposal of business segments and major lines of
business. FAS 144 became effective for AOL Time Warner in the first quarter of 2002. The provisions of
FAS 144 did not have a material impact on the Company’s consolidated financial statements. '

Transfers and Servicing of Financial Assets and Extinguishments of Liabilities

In September 2000, the FASB issued Statement No. 140, “Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities —a Replacement of FASB Statement No. 1257
(“FAS 140”). FAS 140 revises the criteria for accounting for securitizations and other transfers of financial
assets and collateral. In addition, FAS 140 requires certain additional disclosures. Except for the new
disclosure provisions, which were effective for the year ended December 31, 2000, FAS 140 was effective for
the transfer of financial assets occurring after March 31, 2001. The provisions of FAS 140 did not have a
material impact on AOL Time Warner’s consolidated financial statements.

Summary of Significant Accounting Policies

Basis of Consolidation and Accounting for Investments

The consolidated financial statements include 100% of the assets, liabilities, revenues, expenses, income,
loss and cash flows of AOL Time Warner and all companies in which AOL Time Warner has a controlling
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voting interest (“‘subsidiaries”), as if AOL Time Warner and its subsidiaries were a single company.
Intercompany accounts and transactions between the consolidated companies have been climinated.

The Company’s fiscal year-end is December 31, however certain foreign locations are on a month lag. in
addition, during 2002, the Company’s domestic Music operations changed its fiscal year end from Decem-
ber 31 to November 30 in order to be consistent with Music’s foreign operations which had previously been
operating under a November fiscal year end. The impact of this change was not material to the Company’s
overall financial results. To the extent a significant and or unusual transaction or event occurs during the one
month lag period, it would be accounted for within the Company’s year-end financial statements (See
Note 3).

Investments in companies in which AOL Time Warner has significant influence, but less than a
controlling voting interest, are accounted for using the equity method. This is generally presumed to exist
when AOL Time Warner owns between 20% and 50% of the investee. However, in certain circumstances,
AOL Time Warner’s ownership percentage exceeds 50% but the Company accounts for the investment using
the equity method because the minority shareholders hold certain rights which allow them to participate in the
day-to-day operations of the business.

Under the equity method, only ACL Time Warner’s investment in and amounts due to and from the
equity investee are included in the consolidated balance sheet; only AOL Time Warner’s share of the
investee’s earnings is included in the consolidated operating results; and only the dividends, cash distributions,
loans or other cash received from the investee, additional cash investments, loan repayments or other cash paid
to the investee, are included in the consolidated cash flows. In circumstances where the Company’s ownership
in an investee is in the form of a preferred security or otherwise senior security, AOL Time Warner's share in
the investee’s income or loss is determined by applying the equity method of accounting using the
“hypothetical-liquidation-at-book-value” method. Similarly, the Company, uses the hypothetical-liquidation-
at-book-value method to determine the earnings or losses attributable to minority partners of partially owned
consolidated companies, including TWE. Under the hypothetical-liquidation-at-book-value method, the
investor’s share of earnings or losses is determined based on changes in the investor’s claim in the book value
of the investee. Additionally, the carrying value of investments accounted for using the equity method of
accounting are adjusted downward to reflect any other-than-temporary declines in value.

Investments in companies in which AOL Time Warner does not have a controlling interest, or an
ownership and voting interest so large as to exert significant influence, are accounted for at market value if the
investments are publicly traded and there are no resale restrictions greater than one year. If there are resale
restrictions greater than one year, or if the investment is not publicly traded, then the investment is accounted
for at cost. Unrealized gains and losses on investments accounted for at market value are reported, net-of-tax,
in the accompanying consolidated statement of shareholders’ equity as.a component of accumulated other
comprehensive income (loss) until the investment is sold, at which time the realized gain or loss is included in
income. Dividends and other distributions of earnings from both market-value and investments accounted for
at cost are included in income when declared. ‘

The effect of any changes in the Company’s ownership interests resulting from the issuance of equity
capital by consolidated subsidiaries or equity investees to unaffiliated parties are accounted for as capital
transactions.

AOL Time Warner has certain accounts receivable facilities that provide for the accelerated receipt of
cash on available accounts receivables and licensing contracts. These securitization transactions are accounted
for as a sale in accordance with FAS 140 because the Company relinquished control of the receivables. Since
the Company has relinquished control over these receivables and does not control the Qualifying SPE that
holds the receivables, the amounts held in these securitization facilities are not included in the consolidated
financial statements of the Company.
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Investment Impairments

The Company’s investments are comprised of fair value investments, including available-for-sale
investments, investments accounted for using the cost method of accounting and investments accounted for
using the equity method of accounting. A judgmental aspect of accounting for investments involves
determining whether an other-than-temporary decline in value of the investment has been sustained. If it has
been determined that an investment has sustained an other-than-temporary decline in its value, the investment
is written down to its fair value, by a charge to earnings. Such evaluation is dependent on the specific facts and
circumstances. Factors that are considered by the Company in determining whether an other-than-temporary
decline in value has occurred include: the market value of the security in relation to its cost basis; the financial
condition of the investee; and the intent and ability to retain the investment for a sufficient period of time to
allow for recovery in the market value of the investment.

In evaluating the factors above for available-for-sale securities, management presumes a decline in value
to be other-than-temporary if the quoted market price of the security is 20% or more below the investment’s
cost basis for a period of six months or more (the “20% criteria”) or the quoted market price of the security is
50% or more below the security’s cost basis at any quarter end (the “50% criteria”). However, the
presumption of an other-than-temporary decline in these instances may be overcome if there is persuasive
evidence indicating that the decline is temporary in nature (e.g., strong operating performance of investee,
historical volatility of investee, etc.). Additionally, there may be instances where impairment losses are
recognized even if the 20% and 50% criteria are not satisfied (e.g., plan to sell the security in the near term and
the fair value is below the Company’s cost basis).

For investments accounted for using the cost or equity method of accounting, management evaluates
information (e.g., budgets, business plans, financial statements, etc.) in addition to quoted market price, if
any, in determining whether an other-than-temporary decline in value exists. Factors indicative of an other-
than-temporary decline include recurring operating losses, credit defaults and subsequent rounds of financings
at an amount below the cost basis of the investment. This list is not all inclusive and management weighs all
quantitative and qualitative factors in determining if an other-than-temporary decline in- value of an
investment has occurred.

Business Combinations

Business combinations have been accounted for using either the purchase method or the pooling-of-
interests method of accounting. Business combinations which have been accounted for under the purchase
method of accounting include the results of operations of the acquired business from the effective date of
acquisition. The cost to acquire companies, including transaction costs, have been allocated to the underlying
net assets of the acquired company in proportion to their respective fair values. Any excess of the purchase
price over estimated fair values of the net assets acquired has been recorded as goodwill. Amounts allocated to
acquired in-process research and development are expensed in the period of acquisition. In certain purchase
business combinations, the Company may review the operations of the acquired company and implement
plans to restructure its operations. As a result, the Company may accrue a liability related to these
restructuring plans using the criteria prescribed in EITF Issue No. 95-3, “Recognition of Liabilities in
Connection with a Purchase Business Combination.” The impact of accruing these liabilities in connection
with a purchase business combination is that the related cost is reflected as a liability assumed in the
acquisition and results in additional goodwill as opposed to being included as a charge in the current period
determination of income (Note 3). The application of the purchase method of accounting requires significant
judgments and assumptions, which is further discussed in Critical Accounting Policies.

Other business combinations completed by America Online prior to the Merger have been accounted for
under the pooling-of-interests method of accounting. In such cases, the assets, liabilities and stockholders’
equity of the acquired entities were combined with America Online’s respective accounts at recorded values.
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Prior period financial statements have been restated to give effect to the combination unless. the effect of the
business combination is not material to the financial statements of America Online (Note 5). As previously
discussed, FAS 141 prohibits the use of the pooling-of-interests method of accounting for business
combinations, entered into after July 1, 2001.

Foreign Currency Tramslation

The financial position and operating results of substantially all foreign operations are consolidated using
the local currency as the functional currency. Local currency assets and liabilities are translated at the rates of
exchange on the balance sheet date, and local currency revenues and expenses are translated at average rates
of exchange during the period. Resulting translation gains or losses are included in the accompanying
consolidated statement of shareholders’ equity as a component of accumulated other comprehensive income
(loss).

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
U.S. requires management to make estimates and assumptions that affect the amounts reported in the
financial statements and footnotes thereto. Actual results could differ from those estimates.

Significant estimates inherent in the preparation of the accompanying consolidated financial statements
include management’s forecast of anticipated revenues and cash flows from investments and the sale of future
and existing consumer products, including music and publishing-related products, as well as from the
distribution of theatrical and television product, in order to evaluate the ultimate recoverability of accounts
receivable, film inventory, artist and author advances and investments recorded as assets in the consolidated
balance sheet. Accounts receivable and sales of product in the music and publishing industries, as well as sales
of home video product in the filmed entertainment industry, are subject to customers’ rights to return unsold
items. In addition, significant estimates have been used in accounting for business combinations accounted for
using the purchase method of accounting.

Management periodically reviews such estimates and it is reasonably possible that management’s
assessment of recoverability of accounts receivable, individual films and television product, individual artist
and author advances, and investments may change based on actual results and other factors.

Revenues and Costs
AOL

Subscription revenues are recognized over the period that services are provided. Advertising and
commerce revenues and content and other revenues are recognized as the services are performed or when the
goods are delivered. AOL generates advertising revenues based on two types of contracts: standard and
nonstandard. The revenues derived from standard advertising contracts, in which ACL provides a minimum
number of impressions for a fixed fee, are recognized as the impressions are delivered. The revenues derived
from nonstandard advertising contracts, which provide carriage, advisory services, premier placements and
exclusivities, navigation benefits, brand affiliation and other benefits, are recognized, on a straight-line basis,
over the term of the contract, provided AOL is meeting its obligations under the contract (e.g., delivery of
impressions). In cases where refund arrangements exist, upon the expiration of the condition related to the
refund, revenue directly related to the refundable fee is recognized on a straight-line basis over the remaining
term of the agreement. Deferred revenue consists primarily of prepaid electronic commerce and advertising
fees, and monthly and annual prepaid subscription fees billed in advance.

AOL enters into rebate and other promotional programs with its commerce partners. During 1999, AOL
began to offer cash rebates to subscribers who agree to subscribe for a defined period of time. AOL capitalizes
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the cost of the rebates and amortizes the amount on a straight-line basis as a reduction of revenues over the
period in which services are performed, typically not to exceed three years. This treatment is consistent with
the guidance in EITF 01-09. Capitalized rebates amounted to $75 million as of December 31, 2002 and
$245 million as of December 31, 2001. Rebates considered current assets are included within Prepaid expenses
and other current assets and amounted to $63 million as of December 31, 2002 and $150 million as of
December 31, 2001. Rebates not considered current assets are included within Other assets and amountcd to
$12 million as of December 31, 2002 and $95' million as of December 31, 2001.

For other promotional programs, in which consumers are typically offered a subscription to AOL’s
subscription services at-no charge as a result of purchasing a product from the .commerce partner, AOL
records subscription revenue, based on net amounts received from the commerce partner, if any, on a stralght-
line basis over the term of the service contract with the subscriber. :

Cable-

Cable revenues are principally derived from video and high speed data subscriber fees and advertising,.
Subscriber fees are recorded as revenue in the period the service is provided and advertising revenues,
including advertising purchased by programmers, are recognized in the period that the advertisements are
exhibited. Video programming costs are recorded as the services are provided. Launch fees received by the
Company from programming vendors are recognized as a reduction of expense over the life of the related
programming arrangement. Fees received from programming vendors representing the reimbursement of
marketing costs are recognized as a reduction in marketing expense in the period such reimbursements are
received.

Publishing and Music

The unearned portion of paid magazine subscriptions is deferred until magazines are delivered to
subscribers. Upon each delivery, a proportionate share of the gross subscription price is included in revenues.
Magazine advertising revenues are recognized when the advertisements are published.

In accordance with industry practice, certain products (such as magazines, books, home videocassettes,
compact discs, DVDs and cassettes) are sold to customers with the right to return unsold items. Revenues
from such sales are recognized when the products are shipped based on gross sales less a provision for future
estimated returns.

Inventories of books, compact discs and DVDs are stated at the lower of cost or estimated realizable
value. Cost is determined using first-in, first-out and average cost methods. Returned goods included in
inventory are valued at estimated realizable value, but not in excess of cost.

Networks

Network revenues are primarily derived from subscriber fees and advertising. Subscriber fees are
recorded as revenue in the period the service is provided and advertising revenues are recognized in the period
that the advertisements are exhibited. The cost of rights to exhibit feature films and other programming on the
networks during one or more availability periods (“programming costs”) generally are recorded as inventory
when the programming is initially available for exhibition, and are al]ocated to the appropriate availability
perlods and amortlzcd as the programmmg is exhibited.

Filmed Entertainment -

Feature films are produced or acquired for initial exhibition in theaters followed by distribution in the
home video, pay cable, basic cable, broadcast network and syndicated television markets. Generally,
distribution to the theatrical, home video and pay cable markets (the primary markets) is completed
principally within eighteen months of initial release. Thereafter, feature films are distributed to the basic cable,
broadcast network and syndicated television markets (the secondary markets). Theatrical revenues are
recognized as the films are exhibited. Home video revenues, less a provision for returns, are recognized when
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the home videos are sold. Revenues from the distribution of theatrical product to cable, broadcast network and
syndicated television markets are recognized when the films are available to telecast.

Television films and series are initially produced for the broadcast networks, cable networks or first-run
television syndication (the primary markets) and may be subsequently licensed to foreign or domestic cable
and syndicated television markets (the secondary markets). Revenues from the distribution of television
product are recognized when the films or series are available to telecast, except for barter agreements where
the recognition of revenue is deferred until the related advertisements are exhibited.

License agrecements for the telecast of theatrical and television product in the cable, broadcast network
and syndicated television markets are routinely entered into well in advance of their available date for telecast,
which is generally determined by the telecast privileges granted under previous license agreements. Accord-
ingly, there are significant contractual rights to receive cash and barter under these licensing agreements. For
cash contracts, the related revenues will not be recognized until such product is available for telecast under the
contractual terms of the related license agreement. For barter contracts, the related revenues will not be
recognized until the product is available for telecast and the advertising spots received under such contracts
are either used or sold to third parties. All of these contractual rights for which revenue is not yet recognizable
is referred to as “backlog.”

Inventories of theatrical and television product are stated at the lower of unamortized cost or net
realizable value. Cost principally consists of direct production costs and production overhead. A portion of the
cost to acquire Time Warner in 2001 was allocated to its theatrical and television product, including an
allocation to purchased program rights and product that had been exhibited at least once in all markets
(“Library”). Library product is amortized on a straight-line basis over twenty years, which approximated the
use of the film-forecast method. Individual films and series are amortized, and the related participations and
residuals are accrued, based on the proportion that current revenues from the film or series bear to an estimate
of total revenues anticipated from all markets. These estimates are revised periodically and losses, if any, are
provided in full. Film inventories generally include the unamortized cost of completed theatrical and television
films, theatrical films and television series in production pursuant to a contract of sale, film rights acquired for
the home video market, advances pursuant to agreements to distribute third-party films and the Library. .

Barter Transactions

AOL Time Warner enters into transactions that exchange advertising for advertising. Such transactions
are recorded at the estimated fair value of the advertising received or given in accordance with the provisions
of the EITF Issue No. 99-17, “Accounting for Advertising Barter Transactions.” In addition, AOL Time
Warner enters into transactions that exchange advertising for products and services, which are accounted for
similarly. Revenue from barter transactions is recognized when advertising is provided, and services received
are charged to expense when used. Barter transactions are not material to the Company’s consolidated
statement of operations for any of the periods presented herein.

Multiple-Element Arrangements

In the normal course of business, ACL Time Warner sells advertising inventory that involves more than
one segment (“multiple-element arrangements”). For example, a single marketing partner may purchase an
advertising package from AOL Time Warner to provide the customer with print advertising at Time Inc.,
online promotion across the Internet at the AOL segment and on-air commercial spots across various
networks at the Networks segment (i.e., Turner and The WB Network). Multiple-element arrangements also
include situaticns where the Company is both a vendor and a customer with the same counterparty.

In accounting for these multiple-element arrangements, one of the key judgments to be made is the value
that is attributable to the different contractual elements of the overall contract. The appropriate allocation of
value not only impacts which segment is credited with the revenue, it also could impact the amount of revenue
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recorded in the consolidated statement of operations during a given period due to the differing methods of
recognizing revenue by each of the segments, as previously discussed.

In determining the amount of revenue that each segment should recognize, the Company follows the
guidance contained in SAB 101: Frequently Asked Questions and Answers (“SAB 101 FAQ”), which is
similar to the principles underlying the recently finalized EITF Issue No. 00-21, “Accounting for Revenue
Arrangements with Multiple Deliverables.” SAB 101 FAQ prescribes that in circumstances where multiple
clements are being sold, revenue should be allocated to each element based on the relative fair value of that
element to the aggregate fair value of all elements, irrespective of the dollar amounts ascribed to each of the
elements in the related contract. Accordingly, it is necessary for management to determine the fair value of
each element. When available, such determination is based on the pricing of similar cash arrangements that
are not part of a multi-element arrangement (e.g., advertising spots are valued based on third-party pricing for
similar time slots and placement).

AQL Time Warner also enters into transactions where it is purchasing a product, service or making an
investment in a vendor and at the same time it is negotiating a contract for the sale of advertising to the
vendor. For example, when negotiating programming arrangements with cable networks, the Company’s Cable
segment will, at times, simultaneously negotiate for the sale of advertising to the cable network. Similarly,
when negotiating network service arrangements with network providers the AGL segment may simultaneously
negotiate for the sale of advertising to these network providers. These arrangements may be documented in
one contract or may be documented in two separate contracts, whether there are one or two contracts, these
arrangements are negotiated simultaneously. In accounting for these arrangements, the Company looks to the
guidance contained in the following authoritative literature.

+ APB Opinion No. 29, “Accounting for Nonmonetary Transactions” (APB 29); and
» EITF 01-09, “Accounting for Consideration Given by a Vendor to a Customer” ‘(EITF 01-09).

The Company measures these transactions based on the respective fair values of the goods or services
purchased and the goods or services sold. If the Company is unable to determine the fair value of one or more
of the element(s) being purchased, then revenue recognition is limited to the total consideration received for
the products or services sold less amounts paid. The accounting for multiple-element arrangements requires
significant judgments and estimates, which are further discussed in Critical Accounting Policies.

Advertising Costs

AOL Time Warner expenses advertising costs for theatrical and television product as incurred in
accordance with American Institute of Certified Public Accountants (“AICPA”) Statement of Position
(“SOP”) 00-2, “Accounting by Producers and Distributors of Films™ (“SOP 00-2"). Other advertising costs,
including advertising associated with the launch of new cable channels and products, are generally expensed
upon the first exhibition of the advertisement in accordance with AICPA SOP 93-7, “Reporting on
Advertising Costs.” Advertising expense was $4.530 billion in 2002, $3.757 billion in 2001 and $829 million in
2000. In addition, the Company had deferred advertising costs of $30 million at December 31, 2002 and
$47 million at December 31, 2001, which primarily related to prepaid advertising, which will be expensed upon
first exhibition of the advertisement.

Cash and Equivalents

Cash equivalents consist of commercial paper and other investments that are readily convertible into cash
and have original maturities of three months or less. Cash equivalents are carried at cost, which approximates
fair value.
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Derivative and Financial Instruments

Effective January 1, 2001, ACL Time Warner adopted FASB Statement No. 133, as amended by FASB
Statement No. 138, “Accounting for Derivative Instruments and Hedging Activities” (“FAS 133”). FAS 133
requires that all derivative instruments be recognized on the balance sheet at fair value. In addition, FAS 133
provides that for derivative instruments that qualify for hedge accounting, changes in the fair value will either
be offset against the change in fair value of the hedged assets, liabilities, or firm commitments through
earnings or recognized in shareholders’ equity as a component of accumulated other comprehensive income
(loss) until the hedged item is recognized in earnings, depending on whether the derivative is being used to
hedge changes in fair value or cash flows. The ineffective portion of a derivative’s change in fair value will be
immediately recognized in earnings. The adoption of FAS 133 did not have a material effect on AOL Time
Warner’s financial statements (Note 15).

The carrying value of AOL Time Warner’s financial instruments approximates fair value, except for
differences with respect to long-term, fixed-rate debt (Note 9) and certain differences relating to investments
accounted for at cost and other financial instruments that are not significant (Note 7). The- fair value of
financial instruments is generally determined by reference to market values resulting from trading on a
national securities exchange or in an over-the-counter market. In cases where quoted market prices are not
available, fair value is based on estimates using present value or other valuation techniques. .

Property, Plant and Equipment

Property, plant and equipment are stated at cost. Additions to cable property, plant and equiprricnt
generally include material, labor, overhead and interest. Depreciation is provided generally on the straight-line
method over useful lives ranging up to forty years for buildings and related improvements and up to sixteen
years for furniture, fixtures and other equipment. For cable television plant upgrades and cable converters and
modems, depreciation is provided generally over useful lives of 16 and 3-5 years, respectively. Property, plant
and equipment consists of:

December 31,

2002 2001
(milliens)
Land and buildings ..................0 ... ... e $ 2,355  § 2,107
Cable television eqUIPMENt . ... ....ovt it e 9,089 9,966
Furniture, fixtures and other equipment .......... ... ... ... ... 5,119 4,310
16,563 16,383
Less accumulated depreciation. .. ... J (4,413) (3,714)
Total ..ot e $12,150  $12,669

The Company periodically reviews the carrying value of its long-lived assets, including property, plant and
equipment, whenever events or changes in circumstances indicate that the carrying value may not be
recoverable. To the extent fair value of a long-lived asset, determined based upon the estimated future. cash
inflows attributable to the asset; less estimated future cash outflows, are less than the carrying amount, an
impairment loss is recognized. :

Other Assets

In accordance with AICPA SOP 98-1, “Accounting for the Costs of Computer Software Developed or
Obtained for Internal Use,” AOL Time Warner capitalizes certain costs incurred for the development of
internal use software. These costs, which include the costs associated with coding, software configuration,
upgrades and enhancements, are included in other assets in the accompanying consolidated balance sheet.
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AOL’s subscription services are comprised of various features, which contribute to the overall functional-
ity of the services. ACL capitalizes costs incurred for the production of computer software that generates the
functionality within its products. Capitalized costs typically include direct labor and related overhead for
software produced by AOL as well as the cost of software purchased from third parties. Costs incurred for a
product prior to the determination that the product is technologically feasible, as well as maintenance costs of
established products, are expensed as incurred. All costs in the software development process that are
experimental in nature are classified as research and development and are expensed as incurred until the
technological feasibility has been established. Once technological feasibility has been established, such costs
are capitalized until the software has completed testing and is mass marketed. Amortization is provided on a
product-by-product basis using the greater of the straight-line method or the current year revenue as a
percentage of total revenue estimates for the related software product, not to exceed five years, commencing
the month after the date of the product release. Included in cost of revenues are research and development
costs totaling $136 million in 2002, $105 million in 2001 and $129 million in 2000. The total net book value of
capitalized software costs was approximately $287 million and $325 million as of December 31, 2002 and
December 31, 2001, respectively. ‘

Goodwill and Other Intangible Assets

As a creator and distributor .of branded information and entertainment copyrights, AOL Time Warner
has a significant and growing number of intangible assets, including goodwill, cable television and sports
franchises, film and television libraries, music catalogues, contracts and copyrights, and other copyrighted
products and trademarks. In accordance with generally accepted accounting principles, AOL Time Warner
does not recognize the fair value of internally generated intangible assets. Costs incurred to create and produce
copyrighted product, such as feature films, television series and compact discs, generally are either expensed as
incurred, or capitalized as tangible assets as in the case of cash advances and inventoriable product costs.
However, accounting recognition-is not given to any increasing asset value that may be associated with the
collection of the underlying copyrighted material. Additionally, costs incurred to create or extend brands, such
as magazine titles and new television networks, generally result in losses over an extended development period
and are recognized as a reduction of income as incurred, while any corresponding brand value created is not
recognized as an intangible asset in the consolidated balance sheet. However, intangible assets acquired in
business combinations accounted for under the purchase method of accounting are recorded at fair value on
the Company’s consolidated balance sheet. As of January 1, 2001, in connection with the Merger, the
intangible assets of Time Warner, including the significant value of internally generated intangible assets, were
recorded at fair value on AQL Time Warner’s consolidated balance sheet. However, the fair value of internally
generated intangible assets of America Online’s businesses, and increases in the fair value of or creation of
intangible assets related to Time Warner businesses subsequent to the consummation of the Merger, are not
reflected on AOL Time Warner’s consolidated balance sheet.

As discussed previously, FAS 142, which became effective on January 1, 2002, required that goodwill and
certain other intangible assets deemed to have an indefinite useful life cease amortizing. As a result, a
substantial portion of the Company’s goodwill and intangible assets, including cable television franchises,
sports franchises and brands and trademarks, ceased amortizing. However, the Company continues to
amortize intangible assets that are deemed to have a finite useful life, including music catalogues and
copyrights, film and television libraries, and customer lists, which are amortized over weighted average useful
lives of 20, 17, and 5 years, respectively. Amortization of goodwill and intangible assets was $732 million in
2002, $7.186 billion in 2001 and $99 million in 2000. Accumulated amortization of goodwill and intangible
assets was $5.885 billion at December 31, 2002 and $8.594 billion at December 31, 2001.

AOL Time Warner periodically reviews the carrying value of acquired intangible assets, including
goodwill, to determine whether impairment may exist. FAS 142 requires that goodwill and certain intangible
assets be assessed for impairment using fair value measurement techniques. Specifically, goodwill impairment
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is determined using a two-step process. The first step of the goodwill impairment test is used to identify
potential impairment by comparing the fair value of a reporting unit with its carrying amount, including
goodwill. If the fair value of a reporting unit exceeds its carrying amount, goodwill of the reporting unit is
considered not impaired and the second step of the impairment test is unnecessary. If the carrying amount of a
reporting unit exceeds its fair value, the second step of the goodwill impairment test is performed to measure
the amount of impairment loss, if any. The second of the goodwill impairment test compares the implied fair
value of the reporting unit’s goodwill with the carrying amount of that goodwill. If the carrying amount of the
reporting unit’s geodwill exceeds the implied fair value of that goodwill, an impairment loss is recognized in an
amount equal to that excess. The implied fair value of goodwill is determined in the same manner as the
amount of goodwill recognized in a business combination. That is, the fair value of the reporting unit is
allocated to all of the assets and liabilities of that unit (including any unrecognized intangible assets) as if the
reporting unit had been acquired in a business combination and the fair value of the reporting unit was the
purchase price paid to acquire the reporting unit. The impairment test for other intangibie assets not subject to
amortization consists of a comparison of the fair value of the intangible asset with its carrying value. If the
carrying value of the intangible asset exceeds its fair value, an impairment loss is recognized in an amount
equal to that excess. For intangible assets subject to amortization, to the extent the fair value of the intangible
asset, determined based upon the estimated future cash inflows on a discounted basis attributable to the asset,
less estimated future cash outflows on a discounted basis, are less than the carrying amount, an impairment
loss is recognized. The determination of impairment of goodwill and other intangible assets requires significant
judgment and estimates, which is further discussed under Critical Accounting Policies.

Income Taxes

Income taxes are provided using the liability method prescribed by FASB Statement No. 109,
“Accounting for Income Taxes.” Under the liability method, deferred income taxes reflect the tax effect of net
operating loss and investment carryforwards and the net tax effects of temporary differences between the
carrying amount of assets and liabilities for financial statement and income tax purposes, as determined under
enacted tax laws and rates. The financial effect of changes in tax laws or rates is accounted for in the period of
enactment. The subsequent realization of net operating loss and investment tax credit carryforwards acquired
in acquisitions accounted for using the purchase method of accounting is recorded as a reduction of goodwill.

Since the principal operations of TWE are conducted by partnerships, AOL Time Warner’s income tax
expense for all periods includes all income taxes related to its allocable share of partnership income and its
equity in the income tax expense of corporate subsidiaries of TWE.

Stock-Based Compensaticn

The Company follows the provisions of FASB Statement No. 123, “Accounting for Stock-Based
Compensation” (“FAS 123”). The provisions of FAS 123 allow companies to either expense the estimated
fair value of stock options or to continue to follow the intrinsic value method set forth in Accounting Principles
Board Opinion No. 25, “Accounting for Stock Issued to Employees” (“APB 25”), but disclose the pro forma
effects on net income (loss) had the fair value of the options been expensed. AOL Time Warner has elected to
continue to apply APB 25 in accounting for its stock option incentive plans (Note 13).

In accordance with APB 25 and related interpretations, compensation expense for stock options is
recognized in income based on the excess, if any, of the quoted market price of the stock at the grant date of
the award or other measurement date over the amount an employee must pay to acquire the stock. Generally,
the exercise price for stock options granted to employees equals or exceeds the fair market value of AOL Time
Warner common stock at the date of grant, thereby resulting in no recognition of compensation expense by
AOL Time Warner. For awards that generate compensation expense as defined under APB 25, the Company
calculates the amount of compensation expense and recognizes the expense over the vesting period of the
award. '
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As previously discussed, in 2002 the FASB issued FAS 148. FAS 148 provides alternative methods of
transition for a voluntary change to the fair value based method of accounting for stock-based employee
compensation. FAS 148 also requires that disclosures of the pro forma effect of using the fair value method of
accounting for stock-based employee compensation be displayed more prominently and in a tabular format.
Additionally, FAS 148 requires disclosure of the pro forma effect in interim financial statements. The
transition and annual disclosure requirements of FAS 148 are effective for fiscal years ended after
December 15, 2002. The interim disclosure requirements of FAS 148 are effective for interim periods
beginning after December 15, 2002.

Had compensation cost for AOL Time Warner’s stock option plans been determined based on the fair
value method set forth in FAS 123, AOL Time Warner’s net income (loss) and basic and diluted net income
(loss) per common share would have been changed to the pro forma amounts indicated below:

Years Ended December 31,

2002 2001 2000
(millions, except per share
amounts)

Net income (loss), asreported ............. ... . it $(98,696) $(4,934) $1,121
Deduct: Total stock-based employee compensation expense

determined under fair value based method for all awards, net

of related tax effects . ...... .. ... i i (1,034) (1,431) {653)
Pro forma net income. .. .... TR $(99,730) $(6,365) § 468
Net income (loss) per share: :
Basic—asreported ........... ... ... $ (22.15) § (1.11) $ 0.48
Basic—oproforma ........ .o it $ (22.39) § (144) $0.20
Diluted —asreported. ........... .. i § (22.15) § (L.11) $ 043
Diluted —proforma......... ... i $ (22.39) § (144) $ Q.18

Income (Loss) Per Common Share

Basic income (loss) per common share is computed by dividing the net income (loss) applicable to
common shares after preferred dividend requirements by the weighted average of common shares outstanding
during the period. Weighted-average common shares include shares of AOL Time Warner’s common stock
and Series LMCN-V common stock. Diluted income (loss) per common share adjusts basic income (loss)
per common share for the effects of convertible securities, stock options and other potentially dilutive financial
instruments, only in the periods in which such effect is dilutive.

Comprehensive Income (Loss)

Comprehensive income (loss), which is reported on the accompanying consolidated statement of
shareholders’ equity as a component of accumulated other comprehensive income (loss), consists of net
income and other gains and losses affecting shareholders’ equity that, under accounting principles generally
accepted in the U.S., are excluded from net income (loss). For AOL Time Warner, such items consist
primarily of unrealized gains and losses on marketable equity investments, gains and losses on certain
derivative financial instruments and foreign currency translation gains and losses.
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The following summary sets forth the components of other comprehensive income (loss) accumulated in
shareholders’ equity: -

) o Accumulated
Foreign Net Derivative Unfunded Other

Currency  Unrealized Financial Accumulated Comprehensive
Translation  Gains on  Instrument Benefit Income
Losses Securities Losses Obligation (Loss)
' . . (millions)
Balance at December 31,2000 ..... § — $ 62 $ (1)  $ — $ 6l
2001 activity .. ..o (11) 4 (5) — (12)
Balance at December 31, 2001 .. ... (11) 66 (6) — 49
2002 activity . ..o (193) 56 (21) (319) (477)
Balance at December 31, 2002 ..... $(204) $122 $(27) $(319) $(428)

Adjustments to Intercompany Revenue

The Company has adjusted consolidated revenues contained herein to properly reflect certain interna-
tional DVD manufacturing transactions between the Music segment and the Filmed Entertainment segment
that were previously and inadvertently classified as third-party transactions. These transactions were identified
as a result of the Company’s internal control procedures and have been properly eliminated from consolidated
revenues. As a result of the adjustments, the Company’s 2002 consolidated content and other revenues and
total consolidated revenues were revised downward by $104 million from amounts previously reported in the
Company’s Earnings Release on January 29, 2003. Similarly, the Company’s 2001 consolidated content and
other revenues and total consolidated revenues were revised downward by $58 million from amounts
previously reported in the Company’s 2001 Form 10-K/A filed on January 28, 2003. These reductions in
consolidated revenues were immaterial and completely offset by a corresponding elimination of intercompany
cost of revenue. As such, the adjustments did not impact the Company’s operating income, net income or cash
flows.

Reclassifications

Certain reclassifications have been made to the prior year’s financial information to conform to the 2002
presentation.

2. GOODWILL AND INTANGIBLE ASSETS

As discussed in Note 1, in January 2002, AOL Time Warner adopted FAS 142, which requires
companies to stop amortizing goodwill and certain intangible assets with an indefinite useful life. Instead,
FAS 142 requires that goodwill and intangible assets deemed to have an indefinite useful life be reviewed for
impairment upon adoption of FAS 142 (January 1, 2002) and annually thereafter.

Under FAS 142, goodwill impairment is deemed to exist if the net book value of a reporting unit exceeds
its estimated fair value. The Company’s reporting units are generally consistent with the operating segments
underlying the segments identified in Note 16 Segment Information. This methodology differs from AOL
Time Warner’s previous policy, as provided under accounting standards existing at that time, of using
undiscounted cash flows on an enterprise-wide basis to determine if goodwill was recoverable.

Upon adoption of FAS 142 in the first quarter of 2002, AOL Time Warner recorded a non-cash charge of
$54.199 billion to reduce the carrying value of goodwill. Such charge is nonoperational in nature and is
“reflected as a cumulative effect of accounting change in the accompanying consolidated statement of

88




AQL TIME WARNER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Centinued)

operations. In calculating the impairment charge, the fair value of the impaired reporting units underlying the
segments were estimated using either a discounted cash flow methodology, market comparisons, recent
comparable transactions or a combination thereof.

The $54.199 billion goodwill impairment is associated entirely with goodwill resulting from the Merger.
The amount of the impairment primarily reflects the decline in the Company’s stock price since the Merger
was announced and valued for accounting purposes in January of 2000. Prior to performing the review for
impairment, FAS 142 required that all goodwill deemed to be related to the entity as a whole be assigned to all
of the Company’s reporting units, including the reporting units of the acquirer. This differs from the previous
accounting rules where goodwill was assigned only to the businesses of the company acquired. As a result, a
portion of the goodwill generated in the Merger has been reallocated to the AOL segment.

During the fourth quarter of 2002, the Company performed its annual impairment review for goodwill
and other intangible. assets and recorded an additional charge of $45.538 billion, which is recorded as a
component of operating income in the accompanying consolidated statement of operations. The $45.538 bil-
lion is reflective of the overall decline in market values and includes charges to reduce the carrying value of
goodwill at the AOL segment ($33.489 billion), Cable segment (8$10.550 billion) and Music segment
($646 million), as well as a charge to reduce the carrying value of brands and trademarks at the Music
segment ($853 million).

The $33.489 billion charge at the AOL segment reflects the AOL segment’s lower than expected
performance, including the continued decline in the online advertising market. The $10.550 billion charge at
the Cable segment reflects current market conditions in the cable television industry, as evidenced by the
decline in the stock prices of comparabie cable television companies. The $1.499 billion charge at the Music
segment reflects declining valuations in the music industry, including the negative effect of piracy.

A summary of changes in the Company’s goodwill during the year ended December 31, 2002, and total
assets at December 31, 2002, by business segment is as follows (millions):

Goodwill

‘ Cumulative Effect — Total Assets
Januar(\; 1, Acquisitions & of Accounting  4th Quarter December 31, December 31,
20020 Adjustments® Change®® Impairment 2002 2002
AQL ............ $ 27,729 $ 8,536 $ — $(33,489) $ 2,776 $ 7,757
Cable............ 33,259 267 (22,976)  (10,550) — 37,732
Filmed

Entertainment® 9,110 (71) (4,091) — 4,948 16,401
Networks®™ . ... ... 33,562 (4) (13,077) — 20481 31,907
Music ........... 5,477 (35) (4,796) (646) — 6,080
Publishing .. ...... 18,283 (243) (9,259) — 8,781 14,009
Corporate ........ — — — — — 1,564
Total ............ $127,420 $ 8,450 $(54,199) $(44,685) $36,986 $115,450

() Reflects the reallocation of goodwill to the AOL reporting unit under FAS 142,

@ Includes goodwill created in acquisitions consummated in 2002 (e.g., AOL Europe) as well as adjustments to the Company’s preliminary purchase
price allocation for several acquisitions consummated in 2001. Specifically, the ultimate goodwill associated with certain acquisitions {(including
IPC, Business 2.0, Synapse and This Old House) was adjusted during 2002 as the value of the assets and liabilities (including merger liabilities)
acquired were finalized.

) The impairment charge does not include approximately $36 million related to goodwill impairments associated with equity investees.

) Includes impairments at Warner Bros. of $2.851 billion and at the Turner filmed entertainment businesses of $1.240 billion.

©} Includes impairments at the Turner cable networks of $10.933 billion, HBO of $1.933 billion and The WB Network of $211 million.
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The impairment charges are non-cash in nature and do not affect the Company’s liquidity or result in the
non-compliance with respect to any debt covenants, including the covenant to maintain at least $50 billion of
GAAP net worth contained in the Company’s main revolving credit agreements.

The Company’s intangible assets and related accumulated amortization consisted of the following (in
millions):

As of December 31, 2002 As of December 31, 2001
Accumulated Accumulated
Gross  Amortization™ Net _ Gross Amertization™ Net

Intangible assets subject to

amortization:
Music catalogues and

copyrights . ............. $ 3,189 $ (323) $ 2,866 § 3,080 $ (153) $ 2,927
Film library .............. 3,559 (391) 3,168 3,559 (196) 3,363
Customer lists and other '

intangible assets ......... - 1,836 {809) 1,027 1,519 (520) 999
Total .................... $ 8,584 $(1,523) $ 7,061 § 8,158 $ (869) § 7,289

Intangible assets not subject
to amortization:

Cable television franchises®  $28,244  $(1,497) $26,747 $28,452  $(1,878) $26,574

Sports franchises .......... 500 (20) 480 500 (20) 480
Brands, trademarks and A 4

other intangible assets' .. 10,238 (320) 9918 10,974 (320). 10,654
Total .................... $38,982  $(1,837) $37,145 $39,926  $(2,218)  $37,708

@) Accumulated amortization for intangible assets not subject to amortization relates to amortization expense recognized prior to the adoption of
FAS 142.

) The change in cable television franchises primarily relates to the restructuring of TWE-A/N, which resulted in the deconsolidation of the gross
and accumulated amortization balances relating to the cable television franchise intangible assets of the Advance/Newhouse Systems. The decline
in the gross balance was offset in part by the increase in the carrying value of AT&T’s interest in TWE-A/N as part of the restructuring.

) The decrease in brands, trademarks and other intangible assets primarily relates to the impairment of brands and trademarks at the Music
segment.

The Company recorded amortization expense of $732 million in 2002 compared to $7.186 billion in 2001.
Based on the current amount of intangible assets subject to amortization, the estimated amortization expense
for each of the succeeding 5 years are as follows: 2003: $705 million; 2004: $650 million; 2005: $651 million;
2006:-$557 million; and 2007: $374 million. These amounts may vary as acquisitions and dispositions occur in
the future and as purchase price allocations are finalized.
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For the year ended December 31, 2002, the Company acquired the following intangible assets (in

millions): :
Weighted Average
Amortization Period

Music catalogues and copyrights. .............................. $ 74 15 years
Customer lists and other intangible assets subject to amortization . . . 413 5 years
Cable television franchises™ . ... ... .. ... ... ... .. 891 Indefinite
Brands, trademarks and other intangible assets . ................ .. 117 Indefinite
Total . .o e e $1,495

® The increase in cable television franchises primarily relates to the increase in the carrying value of Comcast’s interest in TWE-A/N as part of a
restructuring of that partnership (Note 4).

The Company’s 2001 and 2000 results of operations do not reflect the provisions of FAS 142. Had AOL

Time Warner adopted FAS 142 on January 1, 2000, the net income (loss) and basic and diluted net income
(loss) per common share would have been the adjusted amounts indicated below:

Year Ended December 31, 2001

Net income Net income
(loss) per basic (loss) per diluted
Net income common share common share
(millions, except per share amounts)

AS Teported . .o $(4,934) $(1.11) $(1.11)
Impact of dilutive shares on netloss............. — , — 0.03
-Add: Goodwill amortization .................. . 5,252 1.18 1.15
Add: Intangible amortization ................... 1,414 0.32 0.31
Add: Equity investee goodwill amortization . ...... 473 0.11 0.10
Minority interest impact ....................... (163) (0.04) (0.04)
Income tax impact® ... ... ... ... .. U, ~(705) (0.16) (0.15)
Discontinued operations. ......................, 40 __ 0.0t __0.01
Adjusted ... ... .. $ 1,377 $ 031 $ 0.30

) Because goodwill is nondeductible for tax purposes, the income tax impact reflects only the ceasing of intangible amortization and equity investee
goodwill amortization.

Year Ended December 31, 2000

Net income Net income
Net income per basic per diluted
(loss) common share common share
(millions, except per share amounts)
Asreported ...t e $1,121 $0.48 $0.43
Add: Goodwill amortization ....................... 73 0.03 0.03
Adjusted ... e $1,194 $0.51 $0.46

3. MERGER AND RESTRUCTURING COSTS

Merger Costs

In accordance with generally accepted accounting principles in the United States, AOL Time Warner

generally treats merger costs relating to business combinations accounted for using the purchase method of
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accounting as -additional purchase price paid. However, certain merger costs do not meet the criteria for
capitalization and are expensed as incurred. Certain merger costs were expensed as incurred as they either
related to the operations of the acquirer, including the AOL operations with respect to the Merger, or
otherwise did not qualify as a liability or cost assumed in a purchase business combination, including ACL
Time Warner’s acquisition of Time Warner. Merger costs both capitalized and expensed are discussed in more
detail in the following paragraphs. ‘

Merger Costs Capitalized as a Cost of Acquisition

In connection with the Merger, the Company has reviewed its operations and implemented several plans
to restructure the operations of America Online and Time Warner (“restructuring plans™). As part of the
restructuring plans, the Company accrued a restructuring liability of approximately $1.340 billion during 2001.
The restructuring accruals relate to costs to exit and consolidate certain activities of Time Warner, as well as
costs to terminate employees across various Time Warner business units. Such amounts were recognized as
liabilities assumed in the purchase business combination and included in the allocation of the cost to acquire
Time Warner. Accordingly, such amounts resulted in additional goodwill being recorded in connection with
the Merger.

Of the total restructuring accrual, approximately $880 million related to work force reductions and
represented employee termination benefits and relocation costs. Employee termination costs occurred across
most Time Warner business units and ranged from senior executives to line personnel. The total number of
employees initially identified to be involuntarily terminated or relocated approximated 8,200. As of Decem-
ber 31, 2002, approximately 6,400 of the terminations and relocations had occurred. The remaining 1,800
terminations and relocations are no longer expected to occur. Because certain employees can defer receipt of
termination benefits, cash payments may continue after the employee has been terminated (generally for
periods up to 24 months). Employee termination payments of $300 million were made in 2001 and
$244 million were paid in 2002. In addition during 2002, there were non-cash reductions in the restructuring
accrual of $154 million, as actual employee termination payments were less than amounts originally estimated.
As of December 31, 2002, the remaining liability of $182 million was primarily classified as a current liability
in the accompanying consolidated balance sheet.

The restructuring accrual also includes approximately $460 million associated with exiting certain
activities, primarily related to lease and contract termination costs. Specifically, the Company consolidated
certain operations and has exited other under-performing operations, including the Studio Stores operations of
the Filmed Entertainment segment and the World Championship Wrestling operations of the Networks
segment. The restructuring accrual associated with other exit activities specifically includes incremental costs
and contractual termination obligations for items such as lease termination payments and other facility exit
costs incurred as a direct result of these plans, which will not have future benefits. Payments related to exit
activities were $165 million in 2001 and $122 million in 2002. In addition, during 2002, there were non-cash
reductions in the restructuring accrual associated with other exit activities of approximately $44 million, as
actual payments were less than amounts originally estimated. As of December 31, 2002, the remaining liability
of $129 million was primarily classified as a current liability in the accompanying consolidated balance sheet.
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Selected information relating to the restructuring costs included in the allocation of the cost to acquire
Time Warner is as follows (in millions): ‘

Employee Other

Termination Exit Costs Total
Initial Accruals ................. e $ 880 $ 460 $1,340
Cash paid — 2001 .. ... ... . i (300) _(165) (465)
Restructuring liability as of December 31, 2001 ............. 580 295 875
Cashpaid — 2002 ... (244) (122) (366)
Non-cash reductions'™” — 2002 ...............c..cooii.... (154) (44) (198)
Restructuring liability as of December 31,2002 ............. $ 182 $ 129 $ 311

® Non-cash reductions represent adjustments to the restructuring accrual, and a corresponding reduction in goodwill, as actual costs related to
employee terminations and other exit costs were less than originally estimated.

Merger Costs. Expensed as Incurred

During 2001, the Company’s restructuring plans also included $250 million of merger-related costs that
were expensed in accordance with generally accepted accounting principles and are included in “merger and
restructuring costs” in the accompanying consolidated statement of operations. Of the $250 million,
$153 million related to employee termination benefits, primarily at the AOL segment, and $97 million related
to other exit costs. The other exit costs relate to contractual terminations for various leases and contractual
commitments relating to terminated projects, including the termination of the iPlanet alliance with Sun
Microsystems Inc. The number of employees expected to be terminated at the AOL segment was 2,430. As of
December 31, 2002, substantially all of the terminations had occurred. The severed employees spanned all
major departments and divisions in the AOL segment, including Technology, Digital City, MapQuest, AOL
Brand, Member Services, Interactive Marketing, Compuserve, Business Affairs, AIM/ICQ, Wireless Strat-
egy, Spinner, Acquisition Marketing, iPlanet, Technology & Systems Development, AOL Products, Interac-
tive Properties and Netscape. These Merger-related costs were expensed as they either related to the AOL
operations or otherwise did not qualify as a liability or cost assumed in the purchase of Time Warner. As of
December 31, 2002, approximately $14 million of the $250 million had not been paid and is primarily
classified as a current liability in the accompanying consolidated balance sheet. '

Employee Other

Terminations Exit Costs Total
Initial Accruals . ... $ 133 $ 97 $ 250
Cash paid — 2001 . ... oo (107) (38) (145)
Remaining liability as of December 31,2001 ............... 46 59 105
Cash paid — 2002 . ... . i e (25) (54) (79)
Non-cash reductions — 2002 . ....... ... ... ... ... .. (12) — (12)
Remaining liability as of December 31,2002 ............... "5 9 $ S $ 14

Other Merger-Related Costs Treated as Expense

During 2000, America Online recognized merger-related costs of $10 million primarily related to the
acquisition of MapQuest. This charge primarily consisted of investment banker fees, contract termination fees,
severance and other personnel costs, fees for legal and accounting services and other expenses directly related
to this merger transaction. All of this cost was paid as of December 31, 2000. This cost was expensed in
accordance with generally accepted accounting principles covering acquisitions using the pooling-of-interests
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method of accounting and are included in “merger-related costs” in the accompanying consolidated statement
of operations in 2000.

Restructuring Costs

During the vear ended December 31, 2002, the Company incurred and accrued other restructuring costs
of $335 million that related to various employee and contractual terminations, including certain contractual
employee termination benefits. Of the $335 million of restructuring costs, $266 million related to AOL,
$46 million related to Corporate, $15 million related to Cable, and $8 million related to Music. The Music
segment has recorded approximately $20 million of restructuring costs (including $13 million incurred
between the Music segment’s November 30 year-end and the Company’s December 31, 2002 year-end),
which were partially offset by the reversal of a previously recorded accrual of $12 million as a result of it no
longer being probable that the related contractual employee termination benefits would be paid by the
Company (Note 1).

Included in the restructuring charge was $131 million related to lease obligations of the AOL segment for
network modems that will no longer be used because network providers are upgrading their networks to newer
technology. Specifically, under certain existing agreements with network providers, AOL is leasing the
modems used in providing network services. During the year, plans were established under which network
providers would upgrade and replace the AOL supplied modems. Accordingly, the Company accrued the
remaining lease obligations, less estimated recoveries, for the period that these modems will no longer be in
use.

In addition, included in the restructuring charge was approximately $100 million related to work force
reductions and represented -employee termination benefits. Employee termination costs occurred across the
AOL, Cable, Music and Corporate segments and ranged from senior executives to line personnel. The number
of employees expected to be terminated was approximately 1,000. As of December 31, 2002, substantially ail
the terminations had occurred. The remaining $104 million primarily related to incremental costs and
contractual termination obligations for items such as lease termination payments and other facility exit costs.
As of December 31, 2002, $84 million has been paid against these accruals. The remaining $251 million is
primarily classified as a current liability in the accompanying consolidated statement of operations.

Employee Other

Terminations  Exit Costs Total

Restructuring costs .......... e $100 $235 $335
Reversal of portion of prior year charge ..................... _ 12 - 12
ACCTuals .. 112 235 347
Cashpaild—2002 .. ... .. o _ (5 _(79) _(84)
Remaining liability as of December 31,2002 ................ $107 $156 $263

4. CABLE-RELATED TRANSACTIONS AND INVESTMENTS

Restructuring of TWE-Advance/Newhouse and Road Runner Partnerships

Prior to August 1, 2002, the TWE-Advance/Newhouse Partnership (“TWE-A/N”) was owned
approximately 64.8% by TWE, the managing partner, 33.3% by the Advance/Newhouse Partnership
(“Advance/Newhouse”) and 1.9% indirectly by ACL Time Warner. The financial position and operating
results of TWE-A/N were consolidated by AOL Time Warner and TWE, and the partnership interest owned
by Advance/Newhouse was reflected in the consolidated financial statements of AOL Time Warner and TWE
as minority interest. In addition, prior to August 1, 2002, Road Runner, a high-speed cable modem Internet
service provider, was owned by TWI Cable Inc. (a wholly owned subsidiary of AOL Time Warner), TWE and
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TWE-A/N, with AOL Time Warner owning approximately 65% on a fully attributed basis (i.e., after
considering the portion attributable to the minority partners of TWE and TWE-A/N). AOL Time Warner’s
interest in Road Runner was accounted for using the equity method of accounting because of certain approval
rights held by Advance/Newhouse.

On June 24, 2002, TWE and Advance/Newhouse agreed to restructure TWE-A/N, which, on August 1,
2002, (the “Debt Closing Date™) resulted in Advance/Newhouse assuming responsibility for the day-to-day
operations of certain TWE-A/N cable systems serving approximately 2.1 million subscribers located primarily
in Florida (the “Advance/Newhouse Systems”). On the Debt Closing Date, Advance/Newhouse and its
affiliates arranged for a new credit facility, which is independent of and not guaranteed by AOL Time Warner,
to support the Advance/Newhouse Systems and assumed and repaid approximately $780 million of TWE-A/
N’s senior indebtedness. As of the Debt Closing Date, Advance/Newhouse assumed responsibility for the
day-to-day operations of the Advance/Newhouse Systems. As a result, AOL Time Warner and TWE have
deconsolidated the financial position and operating results of these systems. Additionally, all prior period
results associated with the Advance/Newhouse Systems, including the historical minority interest allocated to
Advance/Newhouse’s interest in TWE-A/N, have been reflected as a discontinued operation for all periods
presented. Under the new TWE-A/N Partnership Agreement, effective as of the Debt Closing Date,
Advance/Newhouse’s partnership interest tracks only the economic performance of the Advance/Newhouse
Systems, including associated liabilities, while AOL Time Warner retains all of the economic interests in the
other TWE-A/N assets and liabilities. The restructuring was completed on December 31, 2002.

As part of the restructuring of TWE-A/N, on the Debt Closing Date, AOL Time Warner effectively
acquired Advance/Newhouse’s attributable interest in Road Runner, thereby increasing its ownership to
approximately 82% on a fully attributed basis. As a result of the termination of Advance/Newhouse’s minority
rights in Road Runner, AOL Time Warner has consolidated the financial position and results of operations of
Road Runner with the financial position and results of operations of AOL Time Warner’s Cable segment. As
permitted under generally accepted accounting principles, the Company has consolidated the results of Road
Runner retroactive to the beginning of 2002.

In connection with the TWE-A/N restructuring, AOL Time Warner recognized a non-cash pretax gain
of approximately $1.4 billion, which is offset by approximately $1.2 billion of minority interest expense, and
recorded in discontinued operations in the accompanying consolidated statement of operations. The gain was
calculated as the difference between the fair value received in the restructuring (e.g., the Company’s increased
economic interest in the TWE-A/N cable systems remaining under the management of the Company) and
the carrying value surrendered (e.g., the carrying value of the Company’s interest in the Advance/Newhouse
Systems). In order to determine fair value, in addition to internal analysis, the Company obtained an appraisal
from an independent valuation firm. Of this gain, approximately $1.2 billion related to AT&T’s interest in the
Advance/Newhouse Systems, which is held through its interest in TWE, a consolidated subsidiary of the
Company. This gain is included as part of discontinued operations in the accompanying consolidated
statement of operations. However, because this gain relates to AT&T’s interest in TWE-A/N, it is offset by an
equal amount of minority interest expense, which is similarly included as part of discontinued operations. The
remaining pretax gain of $188 million relates to AOL Time Warner’s interest in TWE-A/N. The $188 million
pretax gain primarily relates to Advance/Newhouse’s payment to ACL Time Warner to effectively
compensate AOL Time Warner for certain adverse tax consequences incurred as a result of the restructuring.
The payment was in the form of Advance/Newhouse assuming more than their pro rata share of TWE-A/N’s
outstanding debt in the restructuring. The $188 million pretax gain related to AOL Time Warner’s interest in
TWE-A/N is significantly less than the approximate $1.2 billion gain related to AT&T’s interest in TWE-A/
N because the carrying value of AOL Time Warner’s interest in TWE-A/N, including its interest in the
Advance/Newhouse Systems, was recently adjusted to fair value as part of the purchase accounting for the
Merger. Exclusive of the gains associated with these transactions, the impact of the TWE-A/N restructuring
on AOL Time Warner’s consolidated net income is substantially mitigated because the earnings of TWE-A/
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N attributable to Advance/Newhouse’s historical one-third interest was reflected as minority interest expense.
As stated previously, this historical minority interest expense is currently classified as part of the discontinued
operations for all periods presented.

Time Warner Telecom

Time Warner Telecom Inc. (“Time Warner Telecom”) is a provider of local and regional optical
broadband networks and services to business customers and, as of January 1, 2001, Time Warner Telecom was
owned 48% by AQOL Time Warner, 15% by AT&T, 15% by the Advance/Newhouse minority partners in
TWE-A/N, and 22% by other third parties. AQL Time Warner’s interest in Time Warner Telecom is being
accounted for using the equity method of accounting. ‘

In January 2001, Time Warner Telecom completed a public offering of an additional 7.475 million shares
of its common stock at a price of $74.44, raising proceeds of approximately $556 million (the “Time Warner
Telecom Offering™). In connection with the Time Wamer Telecom Cffering, AOL Time Warner’s ownership
in Time Warner Telecom was diluted from 48% to 44%. During 2002 and 2001, the Company recorded
impairment charges of approximately $1.2 billion and $800 million, respectively for other-than-temporary
declines in the fair value of its investment in Time Warner Telecom (Note 7).

Cable Television System Joint Ventures

Time Warner Cable has a 50% interest in a number of unconsolidated cable television systems that served
an aggregate 1.6 million subscribers and had combined debt of approximately $2.1 billion as of December 31,
2002. Unconsolidated cable television joint ventures include AOL Time Warner’s investment in Texas Cable
Partners, L.P. (“Texas Cable”), which as of December 31, 2002 served approximately 1.2 million subscribers,
and Kansas City Cable Partners (“Kansas City Cable”), which as of December 31, 2002 served approxi-
mately 306,000 subscribers. As of December 31, 2002, Texas Cable and Kansas City Cable had outstanding
debt of approximately $1.764 billion (including $268 million due to TWE) and $399 million, respectively.

S. OTHER BUSINESS COMBINATIONS

2002 Transactions

On January 21, 2002, ACL Time Warner acquired 80% of Bertelsmann’s 49.5% interest in AOL Europe
for $5.3 billion in cash as a result of Bertelsmann’s exercise of its initial put option. On July 1, 2002 AOL
Time Warner acquired the remaining 20% of Bertelsmann’s interest for $1.45 billion in cash. As a result of the
purchase of Bertelsmann’s interest in AOL Europe, AOL Time Warner has a majority interest in and began
consolidating ACOL Europe, retroactive to the beginning of 2002. Previously, the Company owned a 49.5%
preferred interest in AOL Europe and accounted for its investment using the equity method of accounting. In
connection with amendments to this transaction, the Company entered into an agreement with Bertelsmann to
expand its advertising relationship (Note 17). AOL Europe is Europe’s leading Internet, online and
e-commerce services company, reaching consumers in ten countries and five Janguages through its ACL and
CompuServe subscription services, the AOL and CompuServe portals and the ACL Instant Messenger,
CompuServe Office and Netscape registered user services.

As of January 1, 2002, AOL Europe had total assets of approximately $150 million, consisting principally
‘of approximately $88 million in receivables and approximately $52 million in cash and equivalents. In
addition, AOL Europe had approximately $2.0 billion of total liabilities, including $573 million of debt,
approximately $415 million of other current liabilities and approximately $1 billion of redeemable preferred
securities, including $255 million of redeemable preferred securities redeemed in February 2002. The assets
and liabilities of AOL Europe are included in the AOL segment. In connection with the allocation of the
purchase price paid by AOL Time Warner to acquire the additional interest in AOL Europe, the AOL
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segment recognized approximately $8.4 billion of goodwill and approximately $230 million of subscriber lists,
which will be amortized over a useful life of S years with no residual value. At January 31, 2002, AOL Europe
had $573 million of debt which was subsequently refinanced with AOL Time Warner debt carrying lower
interest rates. Additionally, in February 2002, certain redeemable preferred securities previously issued by
AOL Europe were redeemed for $255 million. AOL Europe’s remaining $725 million of preferred securities
are required to be redeemed in April 2003 for $812 million including accrued dividends, in cash, AOL Time
Warner common stock, or a combination thereof, at the discretion of the Company (Note 11). The Company
has completed its valuation process for these intangible assets and the allocation of the purchase price has
been finalized.

2001 Transactions

In 2001, AOL Time Warner acquired businesses for an aggregated purchase price of approximately
$2.2 billion, substantially all of which was paid in cash during the year. Of these amounts, approximately
$1.6 billion relates to the October acquisition of 100% of IPC Group Limited, the parent company of 1PC
Media (“IPC”), and approximately $285 million, net of cash acquired, relates to the December acquisition of
approximately an additional 60% interest in Synapse Group Inc. (“Synapse™). IPC is the leading consumer
magazine publisher in the United Kingdom with approximately 80 titles, including Woman’s Own, Marie
Claire and Horse & Hound. The financial results of IPC have been included in AOL Time Warner’s
consolidated results since October 1, 2001. Synapse is a leading U.S. magazine subscription agent. AOL Time
Warner had a previous ownership interest in Synapse of approximately 20%, which was accounted for using
the equity method of accounting. The results of Synapse have been included in the consolidated results of
AOL Time Warner since December 1, 2001. In connection with the purchase price allocation, the Publishing
segment recognized approximately $1.9 billion of goodwill and approximately $256 million of intangible assets.
The intangible assets that are subject to amortization will be amortized over a useful life of primarily S years.
In addition, during 2001, AOL Time Warner completed the acquisitions of Business 2.0, eVoice, Inc.,
Infolnteractive Inc., Obongo, Inc. and various cable systems and other businesses.

2000 Transactions

In 2000, America Online entered into several business combinations accounted for under the purchase
method of accounting, including the acquisitions of 100% -of Quack.com, Inc., iAmaze, Inc., LocalEyes
Corporation and the 20% interest in Digital City, Inc. that it did not already own. The aggregate purchase
price, including transaction costs, was approximately $357 million. America Online recognized goodwill of
approximately $343 million on these acquisitions. The financial results of these acquisitions have been
included in America Online’s financial results since their respective acquisition dates. In addition, America
Online completed mergers with Prophead Development, Inc. (“Prophead”) and MapQuest.com Inc.
(“MapQuest”) which were accounted for using the pooling-of-interests method. In connection with these
mergers, America Online issued approximately 12.3 million shares for all of the outstanding common shares of
the acquired companies. As Prophead’s historical results were not material in relation to those of America
Online, the financial information prior to the acquisition of Prophead has not been restated to reflect the
results of this acquisition. The accompanying financial statements have been restated to include the results of
MapQuest for all periods presented. For the year ended December 31, 2000 (through the date of the merger)
MapQuest’s revenues were approximately $22 million and the net loss was approximately $22 million.

6. INVESTMENT IN TWE

Partnership Structure

TWE is a Delaware 1imited‘partnership that was capitalized in 1992 and currently owns and operates
substantially all of the Filmed Entertainment-Warner Bros., Networks-HBO and The WB Network, and
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Cable businesses previously owned by subsidiaries of AOL Time Warner. Prior to the change in ownership
relating to the exercise of an option held by AT&T, which is discussed below, AOL Time Warner, through its
wholly owned subsidiaries, collectively owned general and limited partnership interests in TWE consisting of
74.49% of the Series A Capital and Residual Capital and 100% of the Series B Capital. The remaining 25.51%
limited partnership interests in the Series A Capital and Residual Capital of TWE were held by AT&T.
AT&T’s interest in TWE was acquired by Comecast upon consummation of the merger of Comcast and
AT&T’s broadband business in November 2002. Certain AOL Time Warner subsidiaries are the general
partners of TWE (the “AOL Time Warner General Partners”).

During the second quarter of 2002, AT&T exercised a one-time option to increase its ownership in the
Series A Capital and Residual Capital of TWE. As a result, on May 31, 2002, AT&T’s interest in the Series A
Capital and Residual Capital of TWE increased by approximately 2.13% to approximately 27.64% and AOL
Time Warner's corresponding interest in the Series A and Residual Capital of TWE decreased by
approximately 2.13% to approximately 72.36%. In accordance with Staff Accounting Bulletin No. 51,
“Accounting for Sales of Stock of a Subsidiary,” AOL Time Warner has reflected the pretax impact of the
dilution of its interest in TWE of approximately $690 million as an adjustment to paid-in-capital.

In August 2002, AOL Time Warner and AT&T announced that they had agreed to restructure TWE.
The restructuring is expected to be completed on March 31, 2003. The TWE restructuring will result in the
following: (i) ACL Time Warner will acquire complete ownership of TWE’s content assets (including
Warner Bros. and Home Box Office, which will become separate, wholly owned subsidiaries of the Company);
(i) all of ACL Time Warner’s directly-owned cable television system interests will be contributed to a
separate company which will become a majority-owned subsidiary of AOL Time Warner and will be renamed
Time Warner Cable Inc. (“TWC Inc.”); (iii) TWE will become a subsidiary of TWC Inc. and will continue
to own the cable television system interests it previously owned; (iv) Comcast will receive $2.1 billion in cash,
which the Company anticipates will be funded through a new credit facility at TWC Inc. that has not yet been
established and AOL Time Warner equity securities valued at $1.5 billion; (v) a Comcast Trust will also
retain a 21% economic interest in the Company’s cable business, through a 17.9% direct ownership interest in
TWC Inc. (representing a 10.7% voting interest) and a limited partnership interest in TWE representing a
4.7% residual equity interest; and (vi) AOL Time Warner will retain an overall 79% economic interest in the
cable business, through an 82.1% ownership interest in TWC Inc. (representing an 89.3% voting interest) and
a partnership interest in TWE representing a 1% residual equity interest and a $2.4 billion preferred
component.

Based upon its 89.3% controlling voting interest in TWC Inc., AOL Time Warner will consolidate the
results of TWC Inc. for accounting purposes. At the closing of the restructuring, it is anticipated that TWC
Inc. will have approximately $8.1 billion in consolidated net debt and preferred equity, including the
$2.4 billion preferred interest held by AOL Time Warner. Subject to market and other conditions, AOL Time
Warner expects to complete an initial public offering of TWC Inc. common stock during 2003. It is
anticipated that the first $2.1 billion of net proceeds raised in any such offering would be used to repay TWC
Inc.’s debt incurred to fund the $2.1 billion cash payment to Comcast. Thereafter, Comcast will have certain
priority registration rights with respect to its interest in TWC Inc. ’

Partnership Capital and Aliocation of Income

Each partner’s interest in TWE generally consists of the undistributed priority capital and residual equity
amounts that were initially assigned to that partner, or its predecessor, based on the estimated fair value of the
net assets each contributed to TWE (“Undistributed Contributed Capital”), plus, with respect to the priority
capital interests only, any undistributed priority capital return. The priority capital return consists of net
partnership income allocated to date in accordance with the provisions of the TWE partnership agreement and
the right to be allocated additional partnership income which, together, provides for the various priority capital
rates of return as specified in the following table. The sum of Undistributed Contributed Capital and the
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undistributed priority capital return is referred to herein as “Cumulative Priority Capital.” Cumulative Priority
Capital is not necessarily indicative of the fair value of the underlying priority capital interests, principally due
to above-market rates of return on certain priority capital interests as compared to securities of comparable
credit risk and -maturity, such as the 13.25% rate of return on the Series B Capital interest owned 100% by the
AOL Time Warner General Partners. Furthermore, the ultimate realization of Cumulative Priority Capital
could be.affected by the fair value of TWE, which is subject to fluctuation.

A éumniary' of the priority of Undistributed Contributed Capital, AOL Time Warner’s ownership of
Undistributed Contributed Capital and Cumulative Priority Capital at December 31, 2002 and priority capital
rates of return thereon is as set forth below:

Priority
Undistributed Cumulative Capital
. Contributed Priority Rates of % Owned
Priority of Undistributed Contributed Capital Capital® Capital Return™® by AOL Time Warner
Lo (billions)
Series A Capital ............... ... $5.6 $22.0 13.00% 72.36%
Series B Capital .................. 2.9 11.4 13.25% 100.00%

Residual Capital .................. 3.3 3.3® —® 72.36%

(a

Excludes partnership income or loss atlocated thereto.
®

To the extent income allocations are concurrently distributed, the priority capital rates of return on the Series A Capital and Series B Capital are
11.00% and 11.25%, respectively.

The Undistsibuted Contributed Capital relating to the Series B Capital has priority over the priority returns on the Series A Capital. The
Undistributed Contributed Capital relating to the Residual Capital has pricrity over the priority returns on the Series B Capital and the Series A
Capital.

(c

[C)

Residual Capital is not entitled to stated priority rates of return and, as such, its Cumulative Priority Capital is equal to its Undistributed
Contributed Capital. However, in the case of certain evenis such as the liquidation or dissolution of TWE, Residual Capital is entitled to any
excess of the then fair value of the net assets of TWE over the aggregate amount of Cumulative Priority Capital and special tax allocations,

The Undistributed Contributed Capital generally is based on the fair value of the net assets that each
partner initially contributed to the partnership. For purposes of allocating partnership income or loss to the
partners, partnership income or loss is based on the fair value of the net assets contributed to the partnership
and results in significantly less partnership income, or results in partnership losses, in contrast to the net
income reported by TWE for financial statement purposes, which also is based on the historical cost of
contributed net assets.

Under the TWE partnership agreement, partnership income, to the extent earned, is first allocated to the
partners’ capital accounts so that the economic burden of the income tax consequences of partnership
operations is borne as though the partnership were taxed as a corporation (“special tax allocations™). After
any special tax allocations, partnership income is allocated to the Series A Capital and Series B Capital, in
order of priority, at rates of 13.00% and 13.25% per annum, respectively, and finally to the Residual Capital.
Partnership losses generally are allocated first to eliminate prior allocations of partnership income to, and then
to reduce the Undistributed Contributed Capital of, the Residual Capital, Series B Capital and Series A
Capital, in that order, and then to reduce any special tax allocations. To the extent partnership income is
insufficient to satisfy all special allocations in a particular accounting period, the right to receive additional
partnership income necessary to provide for the various priority capital rates of return is carried forward until
satisfied out of future partnership income, including any partnership income that may result from any
liquidation, sale or dissolution of TWE.

TWE reported a net loss of $21.219 billion and $1.032 billion for the year ended December 31, 2002 and
2001, respectively. In 2002, this loss included a $21.763 billion non-cash charge related to the cumulative
effect of an accounting change and a $2.355 billion impairment charge for goodwill, each of which was
allocated from AQOL Time Warner, In addition, in 2002 there was a $1.182 billion gain attributed to the
minority partners of TWE in connection with the restructuring of TWE-A/N (Note 4). Because of the

99




AQL TIME WARNER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued}

priority rights over allocations of income/loss and distributions of TWE held by the ACL Time Warner
General Partners, of the remaining $1.717 billion of TWE’s income, $1.488 billion was allocated to AOL Time
Warner and $229 million was allocated to the minority partners of TWE, including $6 million of pretax gains
attributable to Comcast that were recognized in connection with the sale or exchange of various cable
television systems at TWE. For 2001, $1.015 billion of TWE’s net loss was allocated to ACL Time Warner
and $17 million was allocated to the minority partners of TWE, net of $28 million of pretax gains attributable
to AT&T that were recognized in connection with the sale or exchange of various cable television systems at
TWE.

Capital Distributions

The assets and cash flows of TWE are restricted by the TWE partnership and credit agreements. As such,
they are unavailable for use by the partners except through the payment of certain fees, reimbursements, cash
distributions and loans, which are subject to limitations. Under the 2002 Credit Agreements, TWE is
permitted to incur additional indebtedness to make loans, advances, distributions and other cash payments to
AOL Time Warner, subject to its individual compliance with the leverage ratio covenant contained therein.

At December 31, 2002 and 2001, the ACOL Time Warner General Partners had recorded $8 million and
$446 million respectively, of stock option related distributions due from TWE, based on closing prices of AQOL
Time Warner common stock of $13.10 and $32.10, respectively. AOL Time Warner is paid when the options
are exercised. The AQL Time Warner General Partners also receive tax-related distributions from TWE on a
current basis. During 2002, the AOL Time Warner General Partners received distributions from TWE in the
amount of $497 million, consisting of $473 million of tax-related distributions and $24 million of stock option
related distributions, During 2001, the AOL Time Warner General Partners received distributions from TWE
in the amount of $317 million, consisting of $53 million of tax-related distributions and $264 million of stock
option related distributions. In addition to the tax and stock option distributions, TWE may make other capital
distributions to its partners that are also subject to certain limitations contained in the TWE partnership and
credit agreements. :

7. INVESTMENTS, INCLUDING AVAILABLE-FOR-SALE SECURITIES

AQL Time Warner’s investments, including available-for-sale securities, consist of:
‘ December 31,

2002 2001

(millions)
Equity-method investments................... PR $2,908 $3,776
Cost-method investments'™ ... ... . ... .. ... .. 516 646
Fair-value investments, including equity derivative instruments® .. .......... 1,714 2,464

Total .. .. e $5,138  $6,886

® The fair value of AOL Time Warner's cost-method and fair-value investments, including equity derivative instruments, was approximately
$2.2 billion at December 31, 2002, and $3.1 billion at December 31, 2001.

Investment Gains -

Prior to June 2002, the Columbia House Company Partnerships (“Columbia House”) was a 50-50 joint
venture between AOL Time Warner and Sony Corporation of America (‘“Sony”). In June 2002, AOL Time
Warner and Sony each sold 85% of their respective 50% interest in Columbia House to Blackstone Capital
Partners [1I LP (“Blackstone”), an affiliate of The Blackstone Group, a private investment bank. Under the
terms of the sale agreement, the Company received proceeds of approximately $125 million in cash and a
subordinated note receivable from Columbia House Holdings, Inc., a majority owned subsidiary of Black-
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stone, with a face amount of approximately $35 million. The sale has resulted in the Company recognizing a
pretax gain of approximately $59 million, which is included in other expense, net, in the accompanying
consolidated statement of operations. In addition, the Company has deferred an approximate $28 million gain
on the sale. The deferred gain primarily relates to the estimated fair value of the portion of the proceeds
received as a note receivable, which will be deferred until such time as the realization of such note becomes
more fully assured. As a result of the sale, the Company’s interest in Columbia House has been reduced to
7.5%. As part of the transaction, AOL Time Warner will continue to license music and video product to
Columbia House for a five-year period.

During the second quarter of 2002, approximately 1.6 million shares of preferred stock of TiVo Inc.
(“TiVo”) held by the Company were redeemed. As part of this transaction, the Company also sold certain
rights and licenses for developed technology to TiVo. In return, the Company received proceeds of
approximately $44 million of cash and recognized a gain of approximately $31 million, which is included in
other expense, net, in the accompanying consolidated statement of operations.

During 2000, AOL Time Warner recognized pretax gains on the sale of investments of $275 million. The
$275 million is comprised of approximately $118 million relating to the Company’s investment in Liberate
Technologies (“Liberate”), approximately $142 million relating to the Company’s investment in AdForce Inc.
(“AdForce”) and $15 million of other gains. The gain relating to Liberate resulted from the sale of Liberate
common stock on the open market, for which the Company received cash proceeds of approximately
$118 million. The Company’s cost basis in the Liberate shares sold was negligible. The gains relating to
AdForce resulted from the acquisition of AdForce Inc. by CMGI Inc. (“CMGI”) for $500 million in stock.
Under the terms of the acquisition, the Company’s shares of AdForce common stock were converted into
shares of CMGI common stock. Pursuant to EITF 91-5, “Nonmonetary Exchange of Cost-Method
Investments”, the Company recognized a gain of approximately $134 million on this transaction based upon
the fair value of CMGI common stock received. Shortly after this merger, the Company sold its position in
CMGI on the open market for approximately $151 million, resulting in an additional gain of approximately
$8 million. :

In addition to the gains discussed above, during 2002, 2001 and 2000, ACL Time Warner recognized
pretax gains related to the sale or exchange of a number of other investments within AOL Time Warner’s
investment portfolio of $40 million in 2002, $34 million in 2001, and $117 million in 2000.

All of the investment gains have been classified in other expense, net in the accompanying consolidated
statements of operations.

Investment Write-Downs

The United States economy has experienced. a broad decline in the public equity markets, particularly in
technology stocks, including investments held in the Company’s portfolio. Similarly, the Company exper-
ienced significant declines in the value of certain privately held investments, restricted securities and
investments accounted for using the equity method of accounting. As a result, the Company recorded non-
cash pretax charges to reduce the carrying value of certain investments that experienced other-than-temporary
declines, and to reflect market fluctuations in equity derivative instruments. These charges were approximately
$2.214 billion in 2002 (including $13 million of gains on equity derivative instruments), $2.532 billion in 2001
(including $49 million of losses on equity derivative instruments) and $535 million in 2000 (including
$70 million of losses on equity derivative instruments), and are included in other expense, net in the
accompanying consolidated statement of operations. The portion of the above charges relating to publicly
traded securities (including equity derivative instruments) was $1.728 billion in 2002, $2.271 billion in 2001
and $412 million in 2000.

In 2002, the investment related charge of $2.214 billion included charges to reduce the carrying value of
the Company’s investment in Time Warner Telecom by $796 million, Hughes by $505 million, certain cable
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television system joint ventures by $420 million, Gateway by $140 million, and AOL Latin America by
$131 million. In 2001, the investment related charge of $2.532 billion included charges to reduce the carrying
value of the Company’s investment in Time Warner Telecom by approximately $1.2 billion, Hughes by
approximately $270 million and Columbia House by approximately $90 million. The application of the
Company’s policy in determining these impairment charges is discussed in more detail below.

The carrying value of the Company’s Time Warner Telecom investment was adjusted upward in the
Merger by over $2 billion to its estimated fair value. Since that time, Time Warner Telecom’s share price
declined and at December 31, 2001, the decline had met the 20% criteria. The Company also reviewed
qualitative factors in accordance with its investment policy and determined that the decline in value was not
temporary; therefore a $1.2 billion impairment charge was recognized in the fourth quarter of 2001 based upon
the closing value of Time Warner Telecom common stock as of December 31, 2001. During 2002, the fair
value of the Company’s investment in Time Warner Telecom continued to decline, resulting in additional
impairment charges of $571 million in the first quarter, $201 million in the second quarter and $24 million in
the third quarter to reduce the carrying value of the investment to fair value, which was determined by the
quarter ending values of Time Warner Telecom common stock. As of December 31, 2002, the carrying value
of the Company’s investment in Time Warner Telecom had been reduced to $0 as a result of the impairment
charges and the Company’s share of Time Warner Telecom’s losses pursuant to the equity method of
accounting, The Company does not have any funding commitments related to Time Warner Telecom.

During the fourth quarter of 2001, the fair value of the Company’s investment in Hughes had declined
greater than 20% below the Company’s cost basis in the investment for a period of six months or more. The
Company also reviewed qualitative factors and determined that the decline was not temporary and recognized
a $270 million impairment charge based upon the value of the investment as of December 31, 2001, as
determined by the market value of Hughes common stock on that date. During the second and third quarters
of 2002, the investment in Hughes experienced an additional decline in value. As of June 30, 2002, the
Company concluded that the decline in fair value of its investment in Hughes was temporary, primarily based
on the determination that the fair value of the investment in Hughes, based upon quoted market prices, was
less than the Company’s adjusted cost basis in the investment for a period of less than three months. However,
the fair value of the investment continued to decline during the third quarter and as a result, the Company
determined that the decline in value was not temporary and recorded an impairment charge of $505 million in
the third quarter, which was based upon the closing value of Hughes common stock as of September 30, 2002.
The Company did not record an impairment charge in the fourth quarter, because the fair value of the
Company’s invesiment in Hughes exceeded the Company’s carrying value in the investment as of Decem-
ber 31, 2002. In January 2003, the Company sold its investment in Hughes for cash proceeds of $783 million
and recognized a gain of approximately $50 million.

The carrying value of the Company’s investments in its unconsolidated cable television system joint
ventures was adjusted upward in the Merger by over $1 billion. During 2002, there was a broad decline in the
public equity markets, including a general decline in the cable television industry. In the fourth quarter,
management determined that certain unconsolidated cable television system joint ventures had experienced a
decline in value that was other-than-temporary and recorded an impairment charge of $420 million to reduce
the carrying value of these investments to fair value. In determining fair value, the Company considered the
per subscriber valuation of consolidated cable television systems that was used to determine the goodwill
impairment charge at the Cable segment in the fourth quarter, as well as per subscriber valuations of unrelated
cable television companies.

During 2002, the fair value of the Company’s investment in Gateway had declined and as of June 30,
2002 the fair value had declined greater than 20% below the Company’s cost basis in the investment for a
period of six months or more. The Company also reviewed qualitative factors and determined that the decline
was not temporary and recognized a $101 million impairment charge in the second quarter based upon the
value of the investment as of June 30, 2002, as determined by the market value of Gateway common stock on
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that date. During the third quarter of 2002, the fair value of the Company’s investment in Gateway continued
to decline, resulting in an additional impairment charge of $39 million in the third quarter to reduce the
carrying value of the investment to fair value. The Company did not record an impairment charge in the fourth
quarter, because the fair value of the Company’s investment in Gateway exceeded the Company’s carrying
value in the investment as of December 31, 2002.

During 2002, the fair value of the Company’s investment in AOL Latin America had declined and as of
September 30, 2002 the fair value had declined greater than 20% below the Company’s cost basis in the
investment for a period of six months or more. The Company reviewed qualitative factors and determined that
the decline was not temporary and recognized a $106 million impairment charge in the third quarter based
upon the value of the investment as of September 30, 2002. During the fourth quarter of 2002, the Company
reviewed its investment in AOL Latin America and based upon further declines in the value of its investment,
determined that an additional $25 million impairment charge was required.

The $90 million impairment charge recognized on the Company’s investment in Columbia House, a non-
public equity method investee, in 2001 was based upon a fair value determined from an internal valuation
analysis.

Additional impairment charges of approximately $225 million in 2002, $1 billion in 2001 and $463 mil-
lion in 2000, which are not specifically addressed above, related to approximately 150 separate investment
positions, which were determined in a similar manner in accordance with the Company’s investment policy.
Excluding equity method investees, as of December 31, 2002, the fair value and carrying value of the
Company’s portfolio were $2.230 billion and $2.028 billion, respectively. Included in these amounts was the
Company’s investment in Hughes, which had a carrying value of $733 million and a fair value of $857 million
as of December 31, 2002. The Company sold its investment in Hughes in January 2003 for cash proceeds of
$783 million and recognized a gain of approximately $50 million.

While AOL Time Warner has recognized all declines that are believed to be other-than-temporary, it is
reasonably possible that individual investments in the Company’s portfolio may experience an other-than-
temporary decline in value in the future if the underlying investee experiences poor operating results or the
U.S. equity markets experience future broad declines in value..

Equity-Method Investments

At December 31, 2002, investments accounted for using the equity method and the ownership percentage
held by AOL Time Warner on a fully attributed basis (i.e., after considering the portion attributable to the
minority partners of TWE) include: certain AOL investments including AOL Latin America (50% owned)
and AOL Canada (80% owned), Time Warner Telecom (44% owned), certain cable television system joint
ventures (36.18% owned), Court TV (36.18% owned}), certain music, network and filmed entertainment joint
ventures (generally 25-50% owned) and Comedy Central (36.18% owned). A summary of combined financial
information as reported by the equity investees of AOL Time Warner is set forth below. In 2001, equity
investee information was additionally provided for AOL Europe, Road Runner, Columbia House, as well as
certain other music joint ventures that are no lenger accounted for under the equity method of accounting as
of December 31, 2002.
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Years Ended December 31,

2002 2001 2600
(millions)

Operating Results: .
ReVEMUES ottt t et e $3,231  $ 4741  $ 860
Operating Income (10SS) .. .. ..ot (193)  (1,323)  (633)
NEt10SS « oo, e (494)  (1,753)  (630)
Balance Sheet: ,
CUITENE ASSELS ..+ttt e et ee e ... 81273 $ 1,626 § 508
Total A8Sets ..ot et e 6,056 8,150 780
Current liabilities . ... . i L. 1,172 3,761 390
Total labilities .. ... e 4,879 7,500 396
Total shareholders’ equity or partner’s capital.................. L1177 650 384

The above table represents the combined financial information of entities in which AOL Time Warner
has an investment accounted for using the equity method of accounting. These amounts are not the amounts
reflected on the Company’s accompanying consolidated financial statements. Consistent with AQL Time
Warner’s accounting policy for investments accounted for using the equity- method of accounting, as described
in Note 1, AOL Time Warner has recorded $352 million of expense, in other income (expense), net, in the
accompanying consolidated statement of operations, representing the Company’s share in the pretax income
(loss) of the investees. Similarly, the Company has included $2.908 billion in “Investments, including
available-for-sale securities” on the accompanying consolidated balance sheet, representing ACL Time
Warner’s investment in and amounts due to and from the equity investee.

As discussed in Note 1, under the purchase method of accounting, the cost to acquire Time Warner was
allocated to its underlying net assets, including investments accounted for using the equity method of
accounting, based on their estimated fair values. As a result, the Company’s investments accounted for using
the equity method of accounting were adjusted upward by approximately $4.1 billion, including over $2 billion
relating to its investment in Time Warner Telecom and over $1 billion relating to investments in certain cable
television joint ventures. These adjustments, which approximate the difference between the Company’s
carrying value in the investees and the Company’s underlying equity in the net assets of the investees, were
amortized on a straight-line basis over a weighted-average useful life of 14 years in 2001. However, as
discussed in Note 1, upon adoption of FAS 142 in the first quarter of 2002, AOL Time Warner stopped
amortizing goodwill included in the carrying value of certain investments accounted for under the equity
method of accounting, '

ACL Time Warner has investments accounted for using the equity method of accounting that are
publicly traded, including AOL Latin America and Time Warner Telecom. Based upon the respective closing
share prices as of December 31, 2002, the fair value of AOL Time Warner’s investments in AOL" Latin
America and Time Warner Telecom approximated $64 million and $106 million, respectively.

Available-For-Sale Securities

As of December 31, 2002, included in fair value securities are available-for-sale securities with a fair
value of $1.696 billion. The gross unrealized gains of $209 million and gross unrealized losses of $6 million
have been recorded, net of deferred taxes of $81 million, in the accompanying consolidated statement of
shareholders’ equity as a component of accumulated other comprehensive income (loss). Included in the
unrealized gains of $209 million was $124 million related to the Company’s investment in Hughes, which was
sold in January 2003.
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As of December 31, 2001, included in fair value securities are available-for-sale securities with a fair
value of $2.433 billion. The gross unrealized gains of $136 million and gross unrealized losses of $26 million
have been recorded, net of deferred taxes of $44 million, in the accompanying consolidated statement of
shareholders’ equity as a component of accumulated other comprehensive income (loss).

AOL Latin America

AOL Latin America is a joint venture among ACL Time Warner, the Cisneros Group and Banco Itau (a
leading Brazilian bank) that provides online services and support principally to customers in Brazil, Mexico
and Argentina. In August 2000, AOL Latin America completed an initial public offering of approximately
25 million shares of its Class A common stock, representing approximately 10% of the ownership interest in
AOL Latin America at the time of the offering.

. In March 2002, AOL Time Warner announced that it would make available to AOL Latin America up
to $160 million throughout 2002 to fund the operations of AOL Latin America. In exchange for this
investment, AOL Time Warner received senior convertible notes (the “Senior Convertible Notes”). Each
Senior Convertible Note carries a fixed interest rate of 11% per annum (payable quarterly), has a five-year
maturity and is convertible into AOL Latin America convertible preferred stock, which is convertible into
Class A common stock of AOL Latin America at a conversion price of $3.624 per share (20% above the
market price at the time of investment). AOL Latin America has the option to redeem the notes after
18 months and the option to make interest payments in either cash or additional shares of convertible
preferred stock. As of December 31, 2002, AOL Time Warner had provided AOL Latin America the full
committed funding amount of $160 million.

In addition, as of December 31, 2002, the Company held approximately 4 million shares of AOL Latin
America Class A common stock, (representing approximately 6% of common shares outstanding) warrants to
purchase approximately 16.5 million shares of Class A common stock with an exercise price of $8 per share
and approximately 126.9 million shares of Series B Redeemable Convertible Preferred Stock (“Series B
Preferred Stock™), which are convertible into an equal number of Class A common shares. The 126.9 million
shares of Series B Preferred Stock includes approximately 10.9 million shares received by the Company as
interest on the Senior Convertible Notes. Assuming the conversion of all of the Company’s investments in
convertible securities of AOL Latin America, AOL Time Warner’s economic interest in AOL Latin America
would increase to approximately 50% on a fully diluted basis. However, even if AOL Time Warner’s economic
interest reached 50%, the Company would continue to account for its investment under the equity method of
accounting because of certain approval rights held by a minority partner in AOL Latin America.

As previously discussed, during the third quarter of 2002, based upon the fair value of the Company’s
investment in AOL Latin America declining greater than 20% below the Company’s cost basis in the
investment for a period of six months or more, the Company determined that both the Senior Convertible
Notes and the Series B Preferred Stock had experienced other-than-temporary declines in value of
$106 million in the aggregate. During the fourth quarter of 2002, the Company recognized a charge of
$25 million to record an additional other-than-temporary decline in the fair value of the Company’s
investment in AOL Latin America. The Company determined the fair value of its investment by assuming the
conversion of its investments in convertible securities of AOL Latin America into Class A common shares.
The fair value of the Class A common shares was determined based upon its publicly traded value on the
NASDAQ SmallCap Market. In addition to considering the publicly traded fair value of its investment, the
Company also assessed the financial condition of AOL Latin America, including its ability to repay the Senior
Convertible Notes outstanding. As of December 31, 2002, the carrying value of the Company’s investment in
AOL Latin America was approximately $64 million. Depending upon the financial condition of AOL Latin
America and general market conditions, the Company may be required to record an additional non-cash
charge to reduce the carrying value of its investment in the near future.
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On October 3, 2002, the Company and AOL Latin America entered into an agreement pursuant to which
the Company was obligated in certain circumstances to convert.a number of its Series B Preferred Stock into
shares of Class A common stock on a one-for-one basis. The purpose of the agreement and the proposed
conversion was to facilitate the continued listing of AOL Latin America’s Class A common stock on-the
NASDAQ SmallCap Market. On November 5, 2002, the NASDAQ granted AOL Latin America an
exception to the market capitalization listing requirement for a period of time. Although the circumstances
requiring conversion under the agreement entered into in Gctober 2002 did not occur, on January 10, 2003, the
Company converted approximately 32.3 million shares of Series B Preferred Stock and the Cisneros Group
converted approximately 28.5 million shares of Series C Convertible Preferred Stock into an equal number of
Class A common shares, and on January 13, 2003, the Company converted an additional 3.8 million shares of
Series B Preferred Stock and the Cisneros Group converted an additional 3.4 million shares of Series C
Convertible Preferred Stock into an equal number of Class A common shares (the “Conversions”). As a
result of the Conversions, on January 30, 2003, AOL Latin America received notice that it had regained

compliance with the market capitalization rules of the NASDAQ SmallCap Market and was no longer ina
conditional listing period.

8. INVENTORIES AND FILM COSTS

Inventories and film costs consist of:
December 31

T2002 2001
{millions)
Programming costs, less amortization .............. ... ... . ..., $2,78%  $2,536
Magazines, books, recorded music and other merchandise.................. 444 553
Film costs — Theatrical: 4 '
Released, less amortization .. ................. R C. 812 . 847
Completed and not released .. ... ... .. o i 96 356
Inproduction ......... ... .. ..o e ‘ 488 381
Development and pre-production . ..............ooviiiiiii... S . 218 290
Film costs -— Television: ‘ '
Released, less amortization .. ..o vttt i e i 160 162
Completed and not released . ........ PPN 165 95
Inproduction ........... ..o S e -7 59
Development and pre-production ................. o i 5 2
Total inventories and film costs® ... ... ... .. ... ... . e 5,247 5,281
Less: current portion of inventory™ .. ... e 1,896 1,791
Total noncurrent inventories and film costs .......... ..., $3,351  $3,490

® Does not include $3.168 billion and $3.363 billion of net film library costs as of December 31, 2002 and December 31, 2001, respecuvely which are
included in intangible assets subject to amortization on the accompanying consohdated balance sheet (Note 2).

®) Current inventory as of December 31, 2002 and December 31, 2000 is comprised of programming inventory at the Networks segment
(approximately $1.452 billion and $1.238 billion, respectively), books at the Publishing segment (approximately $232 million and $219 million,
respectively), videocassettes, DVDs and compact discs at the Filmed Entertainment and Music segments (approximateiy $196 million and
$279 million, respectively), and general merchandise, primarily at the AOL segment (approximately $16 million and $55 million, respectively).

Excluding the Library, approximately 94% of unamortized film costs for released films is expected to be
amortized within three years. Approximately $936 million of released and completed and not released film
costs are expected to be amortized during the next twelve months.
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9. LONG-TERM DEBT AND OTHER FINANCING ARRANGEMENTS
Long-Term Debt

Long-term debt consists of:
Weighted Average

Interest Rate 2002 2002 Outstanding Debt at
at December 31, Committed  Unused December 31,
2002 Maturities Capacity  Capacity 2002 2001
(millions)

Bank credit agreement debt

and commercial paper

programs(a) ........... 1.93% 2003-2007 $11,919 $7,942 $ 3977 $ 4,945
Fixed-rate public debt™® .. 6.91% 2003-2036 22,974 — 22974 17,615
Other fixed-rate '

obligations® .. ... ... .. — — 558 — 558 280
Total................... 35,451 7,942 27,509 22,840
Debt due within one

) S (155) — (155) (48)
Total long-term debt® . . .. $35296  $7,942 $27,354 $22,792

® Committed capacity and unused capacity includes approximately $1.7 billion of cash and short-term investments less $211 million of outstanding
letters of credit.

Includes Zero-Coupon Convertible Subordinated Notes held at AOL, which are reflected net of unamortized original issuance discount, of
$1.404 billion in 2002 and $1.363 billion in 2001.

Includes obligations under capital leases.

Debt due within one year relates to other fixed-rate obligations.

The total does not include AOL Europe redeemable preferred securities of $803 million, including accrued dividends, that are classified as
minority interest. These securities are required to be redeemed by the Company in April 2003 in cash, AOL Time Warner common stock, or a
combination thereof, at the discretion of the Company.

®

(©)
@
(¢)

Bank Credit Agreements and Commercial Paper Programs

$10 Billion Revolving Credit Facilities

In July 2002, AOL Time Warner, together with certain of its consolidated subsidiaries, entered into two
new senior unsecured long-term revolving bank credit agreements with an aggregate borrowing capacity of
$10 billion (the “2002 Credit Agreements”) and terminated three existing bank credit facilities with an
aggregate borrowing capacity of $12.6 billion (the “Old Credit Agreements”), which were scheduled to expire
during 2002. The 2002 Credit Agreements are comprised of a $6 billion five-year revolving credit facility and a
$4 billion 364-day revolving credit facility, borrowings under which may be extended for a period up to two
years following the initial term. The borrowers under the 2002 Credit Agreements are AOL Time Warner,
TWE, TWE-A/N and AOL Time Warner Finance Ireland. The obligations of each of AOL Time Warner
and AOL Time Warner Finance Ireland are guaranteed by ‘America Online, Time Warner, Turner
Broadcasting System, Inc. (“TBS”) and Time Warner Companies, Inc. (“TW Companies”), directly or
indirectly. The obligation of AOL Time Warner Finance Ireland is guaranteed by AOL Time Warner.
Borrowings bear interest at specific rates, generally based on the credit rating for each of the borrowers, which
is currently equal to LIBOR plus .625%, including facility fees of .10% and .125% on the total commitments of
the 364-day and five-year facilities, respectively. In addition, the Company is required to pay an additional
usage fee of .0625% if the two facilities in the aggregate have more than 33% outstanding and .125% if the
facilities have more than 66% outstanding. The 2002 Credit Agreements provide same-day funding, multi-
currency capability and letter of credit availability. They contain maximum leverage ratio and minimum
GAAP net worth covenants of 4.5 times and $50 billion, respectively, for AOL Time Warner and a maximum

107




AOL TIME WARNER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

leverage ratio covenant of 5.0 times for each of TWE and TWE-A/N, but do not contain any credit ratings-
based defaults or covenants, nor an ongoing covenant or representation specifically relating to a material
adverse change in the Company’s financial condition or results of operations. Borrowings may be used for
general business purposes and unused credit is available to support commercial paper borrowings. As of
December 31, 2002, $3.685 billion was outstanding under these facilities. As of December 31, 2001,
$3.812 billion was outstanding under the Old Credit Agreements.

In January 2003, the Company received unanimous approval to amend its 2002 Credit Agreements,
effective upon closing of the TWE restructuring. The amendments will (i) replace the $350 billion net worth
covenant in each of the credit facilities within the 2002 Credit Agreements with an interest coverage covenant
of 2.0 times cash interest expense, (ii) remove TWE-A/N as a borrower under all the credit facilities and
TWE as a borrower under the five-year revolving credit facility and (iii) divide the $4 billion 364-day
revolving credit facility into a separate $2.5 billion revolving credit facility for AOL Time Warner and AGL
Time Warner Finance Ireland and a $1.5 billion revolving credit facility for TWE (and TWC Inc. following
any initial public offering of its stock or registered public issuance of its debt). Other terms of the 364-day
credit facility were amended to reflect this bifurcation and the stand-alone nature of the $1.5 billion TWE
credit facility. As part of the same consent, the maturity of the $1.5 billion TWE credit facility was extended
from July 7, 2003 to January 7, 2004, while the length of the optional extension period was reduced from two
years to one year.

Debt Reduction Plan

In January 2003, the Company announced its intention to reduce its overall level of indebtedness in 2003.
Specifically, it is the Company’s intention to reduce debt below a 2.75 times ratio of total consolidated net
debt to annual EBITDA by the end of 2003. In addition, the Company intends to reduce total consolidated net
debt to approximately $20 billion by the end of 2004. The Company anticipates that the reduction in debt will
be achieved through the use of Free Cash Flow and other de-leveraging initiatives, including the sale of non-
core assets. As part of this initiative, in January 2003, the Company sold its investment in Hughes for cash
proceeds of $783 million.

£1.1 Billion (approximately 31.6 Billion) Revolving Credit Facilities

In October 2001, AOL Time Warner established two £550 million (approximately $784 million each),
364-day (““initial term”), revolving credit facilities. The facilities were established in connection with the
Company’s purchase of IPC in October 2001. During the fourth quarter of 2001, the Company repaid
$784 million, reducing both facilities by 50%, leaving approximately $784 million outstanding at December 31,
2001. During 2002, the entire amount was repaid and the revolving facilities were terminated.

Stock Option Proceeds Facility

AOL Time Warner maintained a revolving credit facility that provided for borrowings against future
stock option proceeds and was used principally to fund stock repurchases (the “Stock Option Proceeds Credit
Facility”). At December 31, 2001, borrowing availability under the Stock Option Proceeds Credit Facility was
$828 million, of which up to $15 million was reserved solely for the payment of interest and fees thereunder.
There were no outstanding borrowings under the facility at December 31, 2001. During 2002, this revolving
credit facility was terminated.

Film Financing Facility

New Line Cinema, from time to time, utilizes a film financing facility, which provides for borrowings of
up to approximately $400 million. At December 31, 2002 and December 31, 2001, $292 million and $379
million was outstanding, all of which was reflected on the accompanying consolidated balance sheet.
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Fixed-Rate Public Debt -

$10 Billion Shelf Registration Statement:

In January 2001, AOL Time Warner filed a shelf registration statement with the SEC, which allowed
AOL Time Warner to offer and sell from time to time, debt securities, preferred stock, series common stock,
common stock and/or warrants to purchase debt and equity securities in amounts up to $10 billion in initial
aggregate public offering prices. On April 19, 2001, AOL Time Warner issued an aggregate of $4 billion
principal amount of debt securities under this shelf registration statement at various fixed interest rates and
maturities of 5, 10 and 30 years. On April 8, 2002, AOL Time Warner issued the remaining $6 billion
principal amount of debt securities under this shelf registration statement at various fixed interest rates and
-maturities of 3, 5, 10 and 30 years. The net proceeds to the Company were approximately $3.964 billion under
the first issuance and approximately $5.930 billion under the second issuance, both of which were used for
general corporate purposes, including, but not limited to, the repayment of outstanding commercial paper and
bank debt. The securities under both issuances are guaranteed on an unsecured basis by ¢ach of America
Online and Time Warner. In addition, TW Companies and TBS have guaranteed, on an unsecured basis,
Time Warner’s guarantee of the securities. As of December 31, 2002 and December 31, 2001, the Company
had $9.958 billion and $3.992 billion outstanding, respectively.

Convertible Notes

During December 1999, America Online sold $2.3 billion principal at maturity of Zero-Coupon
Convertible Subordinated Notes due December 6, 2019 (the “Zero-Coupon Notes™) and received net
proceeds of approximately $1.2 billion. The Zero-Coupon Notes have a 3% yield to maturity and are
convertible into AOL Time Warner’s common stock at a conversion rate of 5.8338 shares of common stock for
each $1,000 principal amount of the Zero-Coupon Notes (equivalent to a conversion price of $94.4938 per
share based on the initial offering price of theé Zero-Coupon Notes). The Zero-Coupon Notes may be
redeemed at the option of AOL Time Warner on or after December 6, 2002 at the redemption prices set forth
in the Zero-Coupon Notes. The holders can require AOL Time Warner to repurchase the Zero-Coupon Notes
on December 6, 2004 at the redemption prices set forth in the Zero-Coupon Notes. As of December 31, 2002
and 2001, the accreted value, net of unamortized discount, was $1.404 billion and $1.363 billion, respectively.

Other Publicly Issued Debt

AOL Time Warner and certain of its subsidiaries previously had various public debt offerings in addition
to the previously discussed debt recently issued under the $10 billion shelf registration statement and the zero-
coupon notes. At issuance, the maturities of these outstanding offerings ranged from 10 to 40 years and the
interest rates range from 6.625% to 10.15%. At December 31, 2002 and December 31, 2001 the total debt
outstanding from these offerings was approximately $11.612 billion and approximately $12.252 billion,
respectively. In addition, in January 2003, the Company was required to redeem $372 million principal
amount outstanding of 6.85% debentures due 2026 of Time Warner Companies, Inc. a wholly owned
subsidiary of the Company. The Company paid $384 million to redeem the debentures which included
accrued and unpaid interest to the date of redemption.-

Capital Leases

The Company has entered into various leases primarily related to network equipment that qualify as
capital lease obligations. As a result, the present value of the remaining future minimum-lease payments is
recorded as a capitalized lease asset and related capital lease obligation in the accompanying consolidated
balance sheet. Assets recorded under capital lease obligations. totaled approximately $344 million and
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$71 million as of December 31, 2002 and 2001, respectively. Related accumulated amortization totaled
$56 million and $6 million as of December 31, 2002 and 2001, respectively:

Future minimum capital lease payments at December 31, 2002 are as follows (millions):

20003 e e e $ 148
2004 . e e e e 114
2005 . e e 55
2006 . o e 11
2007 . e 1
Thereafter .. . e 3
Total .......... e e § 332
Amount Tepresenting iMteTeSt . . ... .. ...\ ..'e. ettt (39)
Present value of minimum lease payments . ............. ... ... . i, $ 293
CUITENE POTTIONI. L o vttt e e et et e et e e e e e e (125)
Total long-term portion .. ......... DU B P $ 168

Interest Expense and Maturities

Interest expense amounted to $1.900 billion in 2002, $1.546 billion in 2001 and $55 million in 2000. The
weighted average interest rate on ACL Time Warner’s total debt, including TWE’s debt, was 6.21% at
December 31, 2002 and 5.91% at December 31, 2001. The Company recognized interest income of
$117 million in 2002, $193 million in 2001 and $330 million in 2000.

Annual repayments of long-term debt for the five years subsequent to December 31, 2002 consist of
$897 million due in 2003 (including $292 million of bank debt), $2.127 billion due in 2004, $1.574 billion due
in 2005, $1.570 billion due in 2006 and $5.249 billion due in 2007 (including $3.675 billion of bank debt).
After 2007, no more than $2.6 billion matures in any one year. AOL Time Warner has the intent and ability
under its various credit facilities to continue to refinance its borrowings on a long-term basis.

Fair Value of Debt

Based on the level of interest rates prevailing at December 31, 2002, the fair value of AOL Time
Warner’s fixed-rate debt exceeded its carrying value by approximately $724 million. At December 31, 2001,
the fair value of fixed-rate debt exceeded the carrying value by approximately $610 million. Unrealized gains
or losses on debt do not result in the realization or expenditure of cash and generally are not recognized for
financial reporting purposes unless the debt is retired prior to 1ts maturity.

Other Financing Arrangements

From time to time, the Company enters into various other financing arrangements with special purpose
entities (““SPEs”). These arrangements include facilitiés which provide for the accelerated receipt of cash on
certain accounts receivables and backlog licensing contracts and the leasing of certain aircraft and property.
The Company employs these arrangements because they provide a cost-efficient form of financing, including
certain tax benefits, as well as an added level of diversification of funding sources. The Company is able to
realize cost efficiencies under these arrangements since the assets securing the financing are held by a legally
separate, bankruptcy-remote SPE and provide direct security for the funding being provided. These facilities
generally have relatively short-term maturities (1 to 5 years), which is taken into account in determining the
maximum efficiency for the Company’s overall capital structure. The Company’s maturity profile of its
-outstanding debt and other financing arrangements is relatively long-term, with a- weighted maturity of
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approximately 12 years. The assets and financing associated with these arrangements, which are discussed in
more detail in the following paragraphs, generally qualify for off-balance sheet treatment.

Accounts Receivable Securitization Facilities

AOL Time Warner has certain accounts receivable securitization facilities that provide for the
accelerated receipt of approximately $1.2 billion of cash on available accounts receivables. During the fourth
quarter of 2002, a $350 million accounts receivable securitization facility matured and was not renewed. As of
December 31, 2002, AOL Time Warner had unused capacity under these facilities of approximately
$93 million, representing the amount of cash that could be generated through the sale of additional qualifying
accounts receivable. In connection with each of these securitization facilities, AOL Time Warner sells, on a
revolving and nonrecourse basis, certain of its accounts receivables (“Pooled Receivables”) to-a qualifying
SPE, which in turn sells a percentage ownership interest in the Pooled Receivables to third-party commercial
paper conduits sponsored by financial institutions. These securitization transactions are accounted for as a sale
in accordance FAS 140, because the Company relinquished control of the receivables. Accordingly, accounts
receivable sold under these facilities are excluded from receivables in the accompanying consolidated balance
sheet.

As proceeds for the accounts receivable sold to the qualifying SPE, AOL Time Warner receives cash, for
which there is no obligation to repay, and an interest-bearing retained beneficial interest, which is included in
receivables on the accompanying consolidated balance sheet. In .addition, AOL Time Warner services the
Pooled Receivables on behalf of the qualifying SPE. Income received by AOL Time Warner in exchange for
this service is equal to the prevailing market rate for such services and has not been material in any period.
The retained beneficial interest, which has been adjusted to reflect the portion that is not expected to be
collectible, bear an interest rate that varies with the prevailing market interest rates. The retained beneficial
interest may become uncollectible to the extent the qualifying SPE has credit losses and operating expenses.
For this reason and because the accounts receivables underlying the retained ownership interest that are sold
to the qualifying SPE are generally short term in nature, the fair value of the retained beneficial interest
approximated its carrying value at both December 31, 2002 and December 31, 2001, The retained beneficial
interest related to the sale of Pooled Receivables to a qualifying SPE is reflected in accounts receivable, net on
the Company’s consolidated balance sheet and was $931 million at December 31, 2002 and $1.035 billion at
December 31, 2001. Additional net proceeds repaid under AOL Time Warner’s accounts receivable
securitization programs were approximately $13 million in 2002 and net proceeds received were approximately
$70 million in 2001.

Backlog Securitization Facility

AOL Time Warner, through TWE, also has a backlog securitization facility, which effectively provides
for the accelerated receipt of up to $500 million of cash on available licensing contracts. Assets securitized
under this facility consist of cash contracts for the licensing of theatrical and television product for broadcast
network and syndicated television exhibition, under which revenues have not been recognized because such
product is not available- for telecast until a later date (“Backlog Contracts”). In connection with this
securitization facility, AOL Time Warner sells, on a revolving and nonrecourse basis, certain of its Backlog
Contracts (“Pooled Backlog Contracts”) to a qualifying SPE, which in turn sells a percentage ownership
interest in the Pooled Backlog Contracts to a third-party commercial paper conduit sponsored by a financial
institution. As of December 31, 2002, AOL Time Warner did not have any unused capacity under this facility.

Because the Backlog Contracts securitized under this facility consist of cash contracts for the licensing of
theatrical and television product that have already been produced, the recognition of revenue for such
completed product is dependent only upon the commencement of the availability period for telecast under the
terms of the licensing agreements. Accordingly, the proceeds received under the program are classified as
deferred revenues in long-term liabilities in the accompanying’ consolidated balance sheet. The amount of
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deferred revenue reflected on AQL Time Warner’s accompanying consolidated balance sheet related to the
backlog securitization facility was $500 million at December 31, 2002 and $442 million at December 31, 2001.
Total filmed entertainment backlog contracts outstanding were approximately $3.3 billion at December 31,
2002 and $3.8 billion at December 31, 2001.

Real Estate and Aircraft Operating Leases

AOL Time Warner has entered into certain arrangements for the lease.of certain aircraft and property,
including the Company’s future corporate headquarters at Columbus Circle in New York City (the “AOL
Time Warner Center”) and a new productions and operations support center for the Turner cable networks in
Atlanta (the “Turner Project””). Each of these properties will be funded through SPEs that are wholly owned
by third parties and these leasing arrangements will be accounted for by AOL Time Warner as operating
leases. Pursuant to FASB Statement No. 13, “Accounting for Leases,” and related interpretations, for
operating leases, the leased asset and the total obligation over the life of the lease are not reflected on the
balance sheet. Instead, the lease payments are reflected as a charge to operating income generally as payments
are made. For tax purposes, however, these properties are treated as an asset of AOL Time Warner. As such,
the Company receives a tax deduction for depreciation of the asset and interest paid on the amounts used to
fund the use of the asset. The accounting for the Company’s SPEs will be impacted by the adoption of FIN
46, which is discussed in more detail below.

As of December 31, 2002 and 2001, the total amount of costs incurred and related borrowings made by
SPEs related to the real estate and aircrafts totaled approximately $384 million and $355 million, respectively.
While the Turner Project is substantially complete, the total cost of the AOQL Time Warner Center is expected
to be approximately $850 million, of which, approximately $550 million will be funded by a SPE. Under the
terms of the lease agreements, the Company has provided a guarantee of certain costs incurred by the SPEs.
The amount of such guarantees at December 31, 2002 have been included in Note 17 in the amount of
Commitments.

In January 2003, the FASB issued FIN 46, which requires variable interest entities (commonly referred
to as SPEs) to be consolidated by the primary beneficiary of the entity if certain criteria are met. FIN 46 is
effective immediately for all new variable interest entities created or acquired after January 31, 2003. For
variable interest entities created or acquired prior to February 1, 2003, the provisions of FIN 46 become
effective for the Company during the third quarter of 2003. Although the Company has not completed its
review, variable interest entities created prior to February 1, 2003 have been identified, which the Company
anticipates will be consolidated upon the adoption of FIN 46 and result in the recognition of additional long-
term debt and a comparable amount of non-current assets of approximately $750 million, including
approximately $550 million related to the consolidation of the AOL Time Warner Center, approximately
$125 million related to the consolidation of the Turner Project and approximately $75 million related to the
consolidation of certain aircraft. In addition to approximately $550 million related to the core and shell of the
AQOL Time Warner Center, which the Company anticipates will be funded by the SPE, the Company
anticipates approximately an additional $300 million of costs to complete the building and prepare the space
for occupancy, which will be incurred during 2003 and 2004 and will be funded through operating cash flow or
additional borrowings. For variable interest entitiés acquired prior t&6 February 1, 2003, any difference between
the net amount added to the balance sheet and the amount of any previously recognized interest in the
variable interest entity will be recognized as a cumulative effect of an accounting change. The Company
cannot currently estimate the amount of any gain or loss, if any, to be recognized upon adoption.

Film Sale-Leaseback Transactions

From time to time the Company has entered into arrangements with investors in which certain films are
sold and leased back. The sale-leaseback of the films allows the investors to claim certain international tax
benefits of ownership of the film master negatives while the Company maintains control over all exploitation
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rights and privileges to the films. Such entities are capitalized with the investors’ capital and debt and the
investors participate in all of the profits or losses of the entities. The present value to these entities of the future
revenue streams attributable to these transactions is $1.3 billion as of December 31, 2002. The Company does
not consolidate nor participate in the operating results of the entities. The Company retains certain proceeds of
the transactions as consideration for entering into the sale-leaseback transactions, and records the considera-
tion received as a reduction of corresponding film costs. The benefit to the Company from these transactions
that was recognized as a reduction to film cost amortization in 2002 totaled $47 million.

Rating Triggers and Financial Covenants

Bach of the Company’s bank credit agreements and financing arrangements with SPEs contain
customary covenants. A breach of such covenants in the bank credit agreements that continues beyond any
grace period can constitute a default, which can limit the ability to borrow and can give rise to a right of the
lenders to terminate the applicable facility and/or require immediate payment of any outstanding debt. A
breach of such covenants in the financing arrangements with SPEs that continues beyond any grace period can
constitute a termination event, which can limit the facility as a future source of liquidity;, however, there would
be no claims on the Company for the receivables or backlog contracts previously sold. Additionally, in the
event that the Company’s credit ratings decrease, the cost of maintaining the bank credit agreements and
facilities and of borrowing increases and, conversely, if the ratings improve, such costs decrease.

As of December 31, 2002 and through the date of this filing, the Company was in compliance with all
covenants. Management does not foresee that the Company will have any difficulty complying with the
covenants currently in place in the foreseeable future. As discussed in more detail in Note 1 to the
accompanying consolidated financial statements, the Company recorded a non-cash charge of $54.235 billion
upon adoption of FAS 142. In addition, during the fourth quarter of 2002, the Company recorded an
impairment charge relating to goodwill and other intangible assets of $45.538 billion. These charges did not
result in a violation of any of the Company’s covenants, including the covenant to maintain at least $50 billion
of GAAP net worth contained in the Company’s 2002 Credit Agreements.

During 2003, the Company received unanimous consent from its bank group to amend its 2002 Credit
Facilities. The amendment will replace the Company’s covenant to maintain at least $50 billion of GAAP net
worth with an interest coverage covenant of 2.0 times cash interest expense. The amendment will be effective
upon the closing of the TWE restructuring.

10. INCOME TAXES

Domestic and foreign pretax income (loss) are as follows:
Years Ended December 31,

2002 2001 2000
{millions)
DOMESHC ..ottt $(44,225) $(4,868) $1,830
Foreign . ... (209) 112 3
Total ... e $(44,434) $(4,756) $1,833
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Current and deferred income taxes (tax benefits) provided are as follows:
Years Ended December 31,

20602 2001 2009
(millions)
Federal:
Current®™ ... ........ e $ 230 §802 $621
Deferred' ... . ... (411)  (914) 4
Foreign:
Current™® ... 245 180 2
Deferred ... ... . e 17 45
State and Local:
Current® 162 195 84
Deferred . . (103)  (169) —
Total L. e $ 140 $ 139 $712

® Excludes federal and state and local tax benefits of approximately $268 million in 2002, $976 millicn in 2001 and $724 million in 2000 resulting
from the exercise of stock options and vesting of restricted stock awards, which were credited directly to paid-in-capital.

) Includes foreign withholding taxes of $144 million in 2002, $124 million in 2001 and $2 million in 2000.

9 Excludes deferred federal and state and local tax benefits of approximately $470 million in 2001 resulting from the exercise of stock options and
vesting of restricted stock awards, which were credited directly to paid-in-capital.

The differences between income taxes expected at the U.S. federal statutory income tax rate of 35% and
income taxes provided are as set forth below:

Years Ended December 31,

2002 2001 2040
(millions)
Taxes on income at U.S. federal statutory rate ................. $(15,552) $(1,665) $642
State and local taxes, net of federal tax benefits ................ 39 17 55
Nondeductible goodwill amortization ......................... 15,608 1,803 11
Other nondeductible expenses ...............co .. 15 18 8
Foreign income taxed at different rates, net of U.S. foreign tax
CTEAilS .o e 50 (38) 8
Other . .o (20) 4 (12)
Total . $ 140 § 139 §712
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Deferred income taxes reflect the net effects of the temporary differences between the carrying amounts
of assets and liabilities for financial reporting purposes and the amounts used for income tax purposes.
Significant components of AOL Time Warner’s net deferred tax (asset) liability are as follows:

December 31,

2002 2001
(millions)

Assets acquired in business combinations . ......... ... o e $15,719  $16,294
Depreciation and amortization . .........0.......oiiiiiiiii 1,433 1,591
Unrealized appreciation of certain marketable securities ................. 30 —
Unremitted earnings of foreign SUBSIAIATIES .« . ..o eeeeseee e 98 101
Other.........c..cciiiiiiii.. P 940 569

Deferred tax liabilities . . . . . S PR $18,220  $18,555
Tax attributable carryforwards ... .. ... ... .. i $ 4,620 § 4,685
Accrued liabilities ........................ P 576 440
Receivable allowances and T€TUIM TESEIVES . ... vnen e a s 334 380
Investments, primarily related to other-than temporary declines in value 2,238 1,449
Unrealized depreciation of certam marketable securities ......... SR —_ 7
Other........................ e 699 363
Valuation allowance® . . ... ........................................ (1,070) —

Deferred tax assets. ... ......ooovininenn... e 7,397 7,324

Net deferred tax liability " ©.................. SRR $10,823  $11,231

@ During 2002, the Company has recorded valuation allowances for certain tax attributes. At this time, sufficient uncertainty exists regarding the
future realization of these deferred tax assets. These tax attributes and related valuation allowances were recorded primarily through additional
paid-in-capital and goodwill in 2002. Therefore, if in the future the Company believes that it is more likely than not that these deferred tax benefits
will be realized, the valuation allowances will be reversed primarily against additional paid-in-capital and goodwill.

U.S. income and foreign withholding taxes have not been recorded on permanently reinvested earnings of
certain foreign subsidiaries aggregating approximately $1.2 billion at December 31, 2002. Determination of
the amount of unrecognized deferred U.S. income tax liability with respect to such earnings is not practicable.

U.S. federal tax attribute carryforwards at December 31, 2002 consisted of approximately $10 billion of
net operating losses and approximately $59 million of alternative minimum tax credits, which do not expire.
The utilization of these carryforwards as an available offset to future taxable income is subject to limitations
under U.S. federal income tax laws. If the net operating losses are not utilized, they expire in varying amounts,
starting in 2010 through 2021,

11. MANDATORILY REDEEMABLE PREFERRED SECURITIES
ACL Europe

AOL Europe has 725,000 shares of redeemable preferred securities outstanding with a liquidation
preference of $725 million. Dividends are accreted at an annual rate of 6% and the total accumulated
dividends as of December 31, 2002 were approximately $78 million: These securities and related dividends are
classified as minority interest in the accompanying consolidated balance sheet. The preferred shares are
required to be redeemed no later than April 8, 2003 in cash, AOL Time Warner stock or a combination
thereof, at the Company’s discretion.
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Preferred Trust Securities

In 1995, the Company, through TW Companies, issued approximately 23 million Company-obligated
mandatorily redeemable preferred securities of a wholly owned subsidiary (“Preferred Trust Securities”)
aggregate gross proceeds of $5375 million. The sole assets of the subsidiary that was the obligor on the
Preferred Trust Securities were $592 million principal amount of 87%%% subordinated debentures of TW
Companies due December 31, 2025. Cumulative cash distributions were payable on the Preferred. Trust
Securities at an annual rate of 874%. The Preferred Trust Securities were mandatorily redeemable for cash on
December 31, 2025, and TW Companies had the right to redeem the Preferred Trust Securities, in whole or in
part, on or after December 31, 2000, or in other certain circumstances.

On February 13, 2001, TW Companies redeemed all 23 million shares of the Preferred Trust Securities.
The redemption price was $25 per security, plus accrued and unpaid distributions thereon equal to $0.265 per
security. The total redemption price of $581 million was funded with borrowmgs under the Old Credit
Agreements.

12. SHAREHOLDERS’ EQUITY

At December 31, 2002, shareholders’ equity of AOL Time Warner included 171 million shares of
Series LMCN-V common stock and 4.305 billion shares of common stock (net of approximately 81 million
shares of common stock in treasury). As of December 31, 2002, AOL Time Warner was authorized to issue
up to 750 million shares of preferred stock, up to 25 billion shares of common stock and up to 1.8 billion shares
of additional classes of common stock, including Series LMCN-V common stock. Shares of Series LMCN-V
common stock have substantially identical rights as shares of AOL Time Warner’s common stock, except
shares of Series LMCN-V common stock have limited voting rights and are non-redeemable. The holders of
Series LMCN-V Common Stock are entitled to 1/100th of a vote per share on the election of directors and do
not have any other voting rights, except as required by law or with respect to limited matters, including
amendments to the terms of the Seriecs LMCN-V Common Stock adverse to such holders. The Series
LMCN-V Common Stock is not transferable, except in limited circumstances, and is not listed on any
securities exchange. Each share of Series LMCN-V Common Stock is convertible into one share of ACL
Time Warner Common Stock at any time assuming certain restrictive provisions have been met.

Common Stock Repurchase Program

In January 2001, AOL Time Warner's Board of Diréctors authorized a common stock repurchase
program that allows AOL Time Warner to repurchase, from time to time, up to $5 billion of common stock
over a two-year period. In an effort to maintain financial flexibility and investment capacity, the Company
slowed the pace of share repurchases during 2002 and did not complete $5 billion of purchases under the
program. During 2002, the Company repurchased approximately 3.6 million shares at a total cost of
$102 million. During 2001, the Company repurchased approxunately 75.8 million shares at a total cost of
approximately $3 billion.

Dilutive Securities

At December 31, 2002, AOL Time Warner had convertible securities and outstanding stock options that
were convertible or exercisable into approximately 671 million shares of the Company’s common stock.
Similarly, ACL Time Warner had convertible securities and outstanding stock options that were convertible or
exercisable into approximately 641 million shares of the Company’s common stock at December 31, 2001 and
397 million shares at December 31, 2000.
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Income (Loss) Per Comrﬁon Share Before Discontinued Cperations and Cumulative Effect of
Accounting Change

Set forth below is a reconciliation of basic and diluted income (loss) per common share before
discontinued operations and cumulative effect of accounting change:

Years Ended December 31,
2002 2001® 2000
(millions, except per share amounts)

Income (loss) before discontinued operations and cumulative

effect of accounting change — basic ..................... $(44,574) $(4,895) $ 1,121
Interest on convertible debt™ .. ... ... ... ... L. — — 6
Income (loss) before discontinued operations and cumulative
effect of accounting change — diluted.................... $(44,574) $(4,895) $ 1,127
Average number of common shares outstanding — basic ... ... 4,454.9 4,429.1 2,323.0
Dilutive effect of stock options . ....................... —_ — 244.0
Dilutive effect of convertible debt ..................... — — 28.0
Dilutive effect of Warrants. .................coooevo... — — —
Average number of common shares outstanding — diluted . ... 4,454.9 4,429.1 2,595.0
Income (loss) per common share: |
Basic ... .. $ (1001) $ (1.11) § 048
Diluted ....... ... $ (1001) $ (1.11) § 043

@ 2002 and 2001 basic and diluted income (loss) per common share are the same because the effect of AOL Time Warner's stock options,
convertible debt and convertible preferred stock was antidilutive.
®) Reflects the savings associated with reduced interest expense that would be saved if the convertible debt was converted to equity.

The diluted share base for the year ended December 31, 2000 excludes incremental weighted shares of
approximately 13.5 million and approximately 35.6 million related to convertible debt and stock options,
respectively. The shares related to the convertible debt are excluded due to their antidilutive effect as a result
of adjusting net income by $25 million for interest expense, net of tax, for the year ended December 31, 2000
that would be saved if the debt were converted to equity. The shares related to the stock options are excluded
due to their antidilutive effect as a result of the option’s exercise prices being greater than the average market
price of the common shares for the year ended December 31, 2000.

13. STOCK-BASED COMPENSATION PLANS

Effect of America Online-Time Warner Merger on Stock-Based Compensation Plans

In connection with Time Warner’s agreement to merge with America Online entered into in January
2000, all Time Warner stock options and restricted stock outstanding at that time became fully vested,
pursuant to the terms of Time Warner’s stock option and restricted stock plans. In addition, on January 11,
2001, the date the Merger was consummated, each outstanding equity security of Time Warner was converted
into 1.5 units of an equivalent equity security of AOL Time Warner. See Note 1 for a summary of the terms of
the Merger. On January 11, 2002, the first anniversary of the Merger, certain options and restricted stock
granted by America Online prior to entering into the agreement to merge with Time Warner became fully
vested pursuant to the terms of America Online’s stock option and restricted stock plans.

117



AOL TIME WARNER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS {(Continued)

Stock Option Plans

AOL Time Warner has various stock option plans under which AOL Time Warner may grant options to
purchase AOL Time Warner common stock to employees of AOCL Time Warner and TWE. Such options
have been granted to employees of AOL Time Warner and TWE with exercise prices equal to, or in excess of,
fair market value at the date of grant. Accordingly, in accordance with APB 25 and related interpretations,
compensation cost generally is not recognized for its stock option plans. Generally, the options become
exercisable over a four-year vesting period and expire ten years from the date of grant. Had compensation cost
for ACL Time Warner’s stock option plans been determined based on the fair value method set forth in FAS
123, AOL Time Warner’s net income (loss) and basic and diluted net income (loss} per common share would
have been changed to the pro forma amounts indicated below:

Years Ended December 31,

2002 2001 2000
. » (millions, except per share amounts)
Net income (loss), asreported .. ........ .. .cooiiiievin. $(98,696) = $(4,934) $1,121
Deduct: Total stock-based employee compensation expense
determined under fair value based method for all awards,
net of related tax effects............ . ... ... . L (1,034) (1,431) (653)
Pro forma net inCome. . .........oiirineeeie i, $(99,730)  $(6,365) $§ 468
Net income (loss) per share:
Basic—asreported ......... ... $ (22.15) $ (1.11) $ 0.48
Basic—proforma ........... ... .. o i L $ (2239) $ (1.44) $020
Diluted — as'reported. ... ... ... ... o i $ (22.15) $ (1.11) $ 043
Diluted —proforma....... ... .. i $ (2239) §$ (1.44) §0.18

For purposes of applying FAS 123, the fair value of each option grant is estimated on the date of grant
using the Black-Scholes option-pricing model with the following weighted-average assumptions (which, for
2001 reflect the impact of the Merger) used for grants in 2002, 2001 and 2000: dividend yields of 0% in all
periods; expected volatility of 52.9%, 59.3% and 46.3%, respectively; risk-free interest rates of 4.12%, 4.83%
and 6.22%, respectively; and expected terms to exercise of .47 years after vesting for 2002 and 1.0 years after
vesting for 2001 and 2000. The weighted average fair value of an option granted during the year was $9.65
(85.79 net of taxes), $24.89 ($14.93, net of taxes) and $21.07 ($12.64, net of taxes) for the years ended
December 31, 2002, 2001 and 2000, respectively. During 2001, AOL Time Warner granted options to certain
executives at exercise prices exceeding thé market price of AOL Time Warner common stock on the date of
grant. These above-market options had a weighted average exercise price and fair value of $67.32 and $16.68
($10.01, net of taxes), respectively, in 2001. Above market options granted in 2002 and 2000 were not
significant.
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A summary of stock option activity under all plans is as follows:
Thousands of  Weighted-Average

Shares Exercise Price

Balance at January 1,2000............. [ 383,076 $16.42
2000 Activity:

Granted .. ... 67,209 56.61

EXercised . ..o e ©(44,170) 6.10

Cancelled. . ... .. . (23,269) 39.94
Balance at December 31,2000 ........... ... ... . ... . ...... 382,846 $23.23
2001 Activity:

Options exchanged for outstanding Time Warner options in

connection with the Merger .......................... 190,535 22.78

Granted™ ... ... 193,257 47.53

Exercised ... ... oo i il e (108,860) 8.55

Cancelled. .. ... .. ... (30,463) 51.07
Balance at December 31, 2001 . ... ... ... ... . . ... 627,315 $31.88
2002 Activity:

Options exchanged for outstanding ACL Europe options in '

connection with the acquisition of AOL Europe®™ ....... 8,780 40.80

Granted ... ... e 115,033 25.22

Exercised ... ..o e (49,786) 6.31

Cancelled. ... ... {43,902) 44.76

Balance at December 31,2002 .. ... ... .. 657,440 $31.91

@ [ 2001, a special Founder's Grant was issued to most individuals who were employees of AOL Time Warner during the year the Merger was
consummated, only a portion of which is expected to be recurring in the future.

®) In 2002, AOL Time Warner acquired Bertelsmann’s interest in AQOL Europe. As a result of the purchase of Bertelsmann’s interest in AOL
Europe, AOL Time Warner has a majority interest in and began consolidating AOL Europe retroactive to the beginning of 2002 (Note 5).

December 31,

2002 2001 2000
(thousands)
Exercisable. . ... i 403,629 345,895 179,710
Available for future grants .. ....... ... o 118,193 88,449 70,792
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The following table summarizes information about stock options outstanding at December 31, 2002:

Optiens outstanding

Weighted- Options exercisable
average Weighted- Weighted-
Number remaining average Number average
outstanding contractual exercise exercisable as exercise
Range of Exercise Prices as of 12/31/02  life (in years) price of 12/31/02 price
(thousands) (thousands)
Under $10.00 ............. 96,302 3.65 $ 3.78 96,082 $ 3.78
$10.01 to $15.00 ........... 107,909 3.97 $12.49 99,223 $12.49
$15.01 t0 $20.00 ........... 17,531 5.62 $17.03 12,106 $16.65
$20.01 t0 $30.00........... 113,347 8.34 $25.90 22,570 $23.35
$30.01 t0 $45.00........... 49,782 7.70 $37.79 25,148 $38.45
$45.01 t0 $50.00 ........... 176,805 7.62 $48.09 89,649 $47.84
$50.01 t0 $60.00 ........... 76,109 7.49 $56.68 45,998 $56.84
$60.01 to $90.00 ......... o 19,563 7.39 $67.91 12,761 $68.09
$90.01 t0 $158.73 .......... 92 6.96 $96.79 92 $96.79
Total..................... 657,440 6.49 years $31.91 403,629 $27.45

For options exercised by employees of TWE, AOL Time Warner is reimbursed by TWE for the amount
by which the market value of AGL Time Warner common stock on the exercise date exceeds the exercise
price, or the greater of the exercise price or $13.88 for options granted prior to the TWE capitalization on
June 30, 1992. There were 104.7 million options held by employees of TWE at December 31, 2002,
59.5 million of which were exercisable.

Restricted Stock Plans

ACL Time Warner also has various restricted stock plans for employees and non-employee directors of
the Board. Under these plans, shares of common stock are granted which do not vest until the end of a
restriction period, generally between three to five years. During 2001, AOL Time Warner issued approxi-
mately 157,000 shares of restricted stock at a weighted-average fair value of $43.43. During 2002 and 2000,
the Company did not issue restricted stock; however, in 2000, Time Warner issued approximately
800,000 shares of restricted stock at a weighted-average fair value of $84.81. On the date of the Merger, each
of these shares were converted into 1.5 shares of AOL Time Warner restricted stock.
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14. BENEFIT PLANS

AOL Time Warner and certain of its subsidiaries have defined benefit pension plans covering a majority
of domestic employees. Pension benefits are based on formulas that reflect the employees’ years of service and
compensation levels during their employment period. AOL Time Warner’s common stock whose value
represents approximately 5% and 10% of fair value of plan assets at December 31, 2002 and December 31,
2001, respectively. A summary of activity for AOL Time Warner’s defined benefit pension plans is as follows:

Years Ended
December 31,

2002 2001
(millions)

Compeonents of Pension Expense
SErvice COSt. .. ..o i $ 78 §$ 76
IIETESt COSt .ottt e e 127 127
Expected return on plan @ssets . ...ttt e (127)  (139)
Net amortization and deferral ............... ... ... oo _ 16 =

Total pension eXpense . ... ..ot e $§ 94 § o4
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2002 2001

» (millions)
Change in Projected Benefi¢t Obligation :
Projected benefit obligation at beginning of year $1,725 81,577
Service cost ' 76
Interest cost 127
Actuarial loss 112
Benefits paid (103) (267)
Amendments to plan provisions 34 100
Impact of TWE-AN Restructuring (19)

Projected benefit obligation at end of year $2,014

Change in Plan Assets

Fair value of plan assets at beginning of year
Actual return on plan assets

Employer contribution

Benefits paid

Impact of TWE-AN Restructuring

Fair value of plan assets at end of year™®
Underfunded projected benefit obligation
Additional minimum liability
Unrecognized actuarial loss'

Effect of settlement accounting
Unrecognized prior service cost

Prepaid (accrued) pension expense

@ Includes approximately 4 million shares of AOL Time Warner common stock in 2002 and 2001, respectively.

® The additionat minimum liability is offset by a $519 million reduction of other comprehensive income and a $43 million intangible asset in the
consolidated balance sheet.

() Reflects primarily an actual loss on plan assets that significantly exceeded the assumed rate of return in 2002 and 2001,

@ Refiects a gross prepaid asset of $1 million and $260 million and a gross accrued liability of $454 million and $178 million in 2002 and 2001,
respectively.

December 31,

002 200
Weighted Average Pension Assumptions
DISCOUNE TALE . ..ottt e e e e e 6.75% 7.50%
Expected return on plan assets. . .......couir it 9.00% - 9.00%
Rate of compensation inCrease . . ...ttt 4.50% 4.50%

Included above are projected benefit obligations and accumulated benefit obligations for unfunded
defined benefit pension plans of $199 million and $194 million as of December 31, 2002 and $163 million and
$176 million as of December 31, 2001, respectively. As of December 31, 2002, the projected benefit
obligation, accumulated benefit obligation and fair value of plan assets were $2.012 billion, $1.697 billion, and
$1.242 billion respectively, for plans where the accumulated benefit obligation exceeded the fair value of plan
assets.

Employees of AGL Time Warner’s operations in foreign countries participate to varying degrees in local
pension plans, which in the aggregate are not significant.
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AOL Time Warner also has certain defined contribution plans, including savings and profit sharing plans,
as to which the expense amounted to $116 million in 2002, $109 million in 2001 and $13 million in 2000.
Contributions to the savings plans are based upon a percentage of the employees’ elected contributions.

Pension Funding Liability

During the fourth quarter of 2002, the Company recorded a liability for the unfunded accumulated
benefit obligation of approximately $260 million. This liability represents the excess of the accumulated
benefit obligation under the Company’s qualified defined benefit pension plans over the fair value of the plans’
assets. In accordance with GAAP, this liability was established by a charge to shareholders’ equity, resulting
in no affect to the accompanying consolidated statement of operations. In early 2003, the Company made cash
contributions to plan assets of approximately $257 million, which increased plan assets to a level that
approximated the accumulated benefit obligation and resulted in a funded status of approximately 83% relative
to the projected benefit obligation. ,

15. DERIVATIVE INSTRUMENTS

AOL Time Warner uses derivative instruments principally to manage the risk that changes in foreign
currency exchange rates will affect the amount of unremitted or future royalties and license fees to be received
from the sale of U.S. copyrighted products abroad and to manage equity price risk in the Company’s
investment holdings. The following is a summary of AGL Time Warner’s risk management strategies and the
effect of these strategies on AOL Time Warner’s consolidated financial statements. ‘

Foreign Currency Risk Management

Foreign exchange contracts are used primarily by AOL Time Warner to hedge the risk that unremitted or
future royalties and license fees owed to AOL Time Warner domestic companies for the sale or anticipated
sale of U.S. copyrighted products abroad may be adversely affected by changes in foreign currency exchange
rates. Similarly, the Company enters into foreign exchange contracts to hedge film production costs abroad.
As part of its overall strategy to manage the level of exposure to the risk of foreign currency exchange rate
fluctuations, primarily exposure to changes in the value of the British pound, Japanese yeh and European
currency, ACL Time Warner hedges a portion of its foreign currency exposures anticipated over the ensuing
fifteen-month period (the “hedging period”). The hedging period for royalties and license fees covers revenues
expected to be recognized over the ensuing twelve-month period; however, there is often a lag between the
time that revenue is recognized and the transfer of foreign-denominated revenues back into U.S. dollars.
Therefore, the hedging period covers a fifteen-month period. To hedge this exposure, AOL Time Warner uses
foreign exchange contracts that generally have maturities of three months to fifteen months to provide
continuing coverage throughout the hedging period. Foreign exchange contracts are placed with a number of
major financial institutions in order to minimize credit risk. At December 31, 2002, AOL Time Warner had
effectively hedged approximately 75% of the estimated net foreign currency exposures that principally relate to
anticipated cash flows to be remitted to the U.S. over the hedging period.

AOCL Time Warner records these foreign ¢xchange contracts at fair value in its consolidated balance
sheet-and the related'gains or losses on these contracts are deferred in shareholders’ equity (as a component of
comprehensive income). These deferred gains and losses are recognized in income in the period in which the
related royalties and license fees being hedged are received and recognized in income. However, to the extent
that any of these contracts are not considered to be perfectly effective in offsétting the change in the value of
the royalties and license fees being hedged, any changes in fair value relating to the ineffective portion of these
contracts are immediately recognized in income. Gains and losses on foreign exchange contracts generally are
included as a component of other expense, net, in AOL Time Warner’s consolidated statement of operations.
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At December 31, 2002, AOL Time Warner had contracts for the sale of $1.588 billion and the purchase
of $1.341 billion of foreign currencies at fixed rates, including net contracts for the sale of $164 million of
Japanese yen and $408 million of European currency, and net contracts for the purchase of $343 million of the
British pound. At December 31, 2001, AOL Time Warner had contracts for the sale of $816 million and the
purchase of $577 million of foreign currencies at fixed rates, including net contracts for the sale of $206 million
of Japanese yen and $121 million of European currency, and net contracts for the purchase of $82 million of
the British pound. AOL Time Warner had deferred approximately $27 million of net losses on foreign
exchange contracts at December 31, 2002, which is expected to be substantially recognized in income over the
next twelve months, For the years ended December 31, 2002 and 2001, ACL Time Warner recognized
$11 million and $33 million in gains, respectively; on foreign exchange contracts. There were no foreign
exchange contracts in 2000. These amounts were. or are expected to be largely offset by corresponding
decreases in the dollar value of foreign currency royalties and license fee payments that have been or are
anticipated to be received in cash from the sale of U.S. copyrighted products abroad. During 2002 and 2001,
there was $0 and approximately $2 million, respectively of gains resulting from the discontinuance of cash flow
hedges because it was probable that the original forecasted transaction would not occur within the specified
time period.

Fquity Risk Management

AOL Time Warner manages an investment portfolio, excluding investments accounted for using the
equity method of accounting, with a fair value of approximately $1.8 billion as of December 31, 2002. As part
of the Company’s strategy to manage the equity price risk inherent in the portfolio, the Company may enter
into hedging transactions to protect the fair value of investments in the portfolio or the anticipated future cash
flows associated with the forecasted sale of certain investments. In addition, ACL Time Warner holds
investments in equity derivative instruments (e.g., warrants), which are not designated as hedges. The equity
derivative instruments are recorded at fair value in the accompanying consolidated balance sheet and the
related gains and losses are immediately recognized in income.

16. SEGMENT INFORMATION

AOL Time Warner classifies its business interests into six fundamental areas: AOL, consisting principally
of interactive services, Web properties, Internet technologies and electronic commerce services; Cable,
consisting principally of interests in cable television systems; Filmed Entertainment, consisting principally of
interests in filmed entertainment and television production; Networks, consisting principally of interests in
cable television and broadcast network programming; Music, consisting principally of interests in recorded
music, music publishing, and DVD and CD manufacturing; and Publishing, consisting principally of interests
in magazine publishing, book publishing and direct marketing.

Information as to the operations of ACL Time Warner in different business segments is set forth below
based on the nature of the products and services offered. AOL Time Warner evaluates performance based on
several factors, of which the primary financial measure is operating income (loss) before non-cash
depreciation of tangible assets, amortization of intangible assets and impairment write-downs related to
goodwill and intangible assets (“EBITDA”). Additionally, the Company has provided a summary of
operating income (loss) by segment.

Prior to the Merger, America Online, predecessor to ACQL Time Warner, classified its business interests
into two reportable segments, the Interactive Services Group and the Netscape Enterprise Group. As a result
of the Merger, and the addition of Time Warner’s business interests, AOL Time Warner management
assessed the manner in which financial information is reviewed in making operating decisions and assessing
performance, and concluded that. America Online would be treated as one separate and distinct reportable
segment. Accordingly, ACL Time Warner has reclassified its 2000 presentation to reflect America Online as
one reportable:segment, which is reflected in the accompanying consolidated financial statements.
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The accounting policies of the business segments are the same as those described in the summary of
significant accounting policies under Note 1. Intersegment sales are accounted for at fair value as if the sales
were to third parties. While intercompany transactions are treated like third-party transactions to determine
segment performance, the revenues (and corresponding expenses recognized by the segment that is
counterparty to the transaction) are eliminated in consolidation and therefore, do not themselves impact
consolidated results.

Year Ended December 31,

2002 2001 2000
{millions)

Revenues®
AOL L $ 9,094 § 8,615 $7,605
Cable!™ . 7,035 6,028 —
Filmed Entertainment. ........... .ot 10,040 8,759 —
Networks ..o 7,655 7,050 —
Music........ TS U 4,205 4036 —_
Publishing ... ... 5,422 4,689 —
Intersegment elimination .................. ... ... .. ........ (2,490) (2,011) —

Total TEVENUES . . o v vt oo e e e e e e et e e $40,961  $37,166  $7,605

@ Revenues reflect the provisions of EITF 01-09 and EITF 01-14 that were adopted by the Company in 2002, which require retroactive restatement

of 2001 and 2000 results to reflect the new accounting provisions. As a result, the net impact of EITF 01-09 and EITF 01-14 was to increase
revenues and costs by equal amounts of $193 million for 2001 and reduce revenues and costs by an equal amount of $10 million in 2000. The net
increase (decrease) in revenues and costs for 2001 by business segment is as follows: AOL $(29) million, Cable $236 million, Music $107 million
and Publishing $(121) million.

®

As a result of Advance/Newhouse assuming responsibility for the day-to-day operations of the Advance/Newhouse Systems in 2002, the Cable
segment’s results reflect the deconsolidation of the operating results of the Advance/Newhouse Systems for all periods presented. For 2002 and
2001, the net impact of the deconsolidation of these systems is a reduction of the Cable segment’s previously reported revenues of $715 million and
$1.247 billion, respectively.

Intersegment Revenues

In the normal course of business, the AOL Time Warner segments enter into transactions with one
another. The most common types of intercompany transactions include:

e The Filmed Entertainment segment generating content revenue by licensing television and
theatrical programming to the Networks segment;

e The Networks segment generating subscription revenues by selling cable network programming to
the Cable segment;

¢« The AOL, Cable, Networks and Publishing segments generating advertising and commerce
revenue by cross-promoting the products and services of all AOL Time Warner segments; and

» The Music segment generating content revenue by manufacturing DVDs for the Filmed
Entertainment segment.

These intercompany transactions are recorded by each segment at fair value as if the transactions were
with third parties and, therefore, impact segment performance. While intercompany transactions are treated
like third-party transactions to determine segment performance, the revenues (and corresponding expenses
recognized by the segment that is counterparty to the transaction) are eliminated in consolidation and,

125




AOL TIME WARNER INC.
NOTES TO CONSOQLIDATED FINANCIAL STATEMENTS (Continued)

therefore, do not themselves impact consolidated results. Revenues recognized by ACL Time Warner's
segments on intercompany transactions are as follows:

Year Ended December 31,

2002 2001 2000
{millions)

Imtersegment Revenues
AL e $ 283 § 228 $—
Cable . .o e e 152 58 —
Filmed Entertainment . ............... i, 859 784 —
NetWOTKS .« oo e e 576 544 —
MUSIC ... 537 360 —
Publishing . ......... .. .. & 37 =
Total intersegment TEVENUES . ... ... ..ovtuiie e on .., $2490 $2,011 $—

Included in the total intercompany revenues above are intercompany advertising and commerce revenues,
as follows:
Year Ended December 31,

202 2001 2000
(millions)

Intercompany Advertising and Commerce Revenues
AL L e e $178 $222 $—
Cable. .o e e 125 58 —
Filmed Entertainment . . .. ..ouutitt e iie e — — —
Networks ............ ... ... ..... e e 147 157 —
) — — —
Publishing . . ... oo e _ 83 3 —
Total intercompany advertising and commerce revenues: ........ $533 $474 $—
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Year Ended December 31,

2002 2001 2600
(millions)

EBITDA®™
AOL . e $1,798  $2,914  $2,298
Cable!™ . 2,766 2,628 —
Filmed Entertainment. . ......... .ottt 1,232 1,017 —
NeEtWOTKS ..ot e e 2,032 1,797 —
MUSIC . ottt e e e 482 419 —
Publishing ....... .. 1,155 909 —
@04 4010 - (= . (352) (294) (79)
Merger and restructuring COStS ...ttt (335) (250) (10)
Intersegment elimination ... ..............oouniinnieieenennn.. (56) (86) —

Total EBITDA ... e $8,722  $9,054  $2,209

@ EBITDA represents operating income (loss) before non-cash depreciation of téngible assets of $2.327 billion in 2002, $1.750 billion in 2001 and
$344 million in 2000, amortization of intangible assets of $732 million in 2002, $7.186 billion in 2001 and $99 million in 2000, and impairment

write-downs related to goodwill and intangible assets of $45.538 billion in 2002.

® As a result of Advance/Newhouse assuming responsibility for the day-to-day operations of the Advance/Newhouse Systems in 2002, the Cable
segment’s results reflect the deconsclidation of the operating results of the Advance/Newhouse Systems for all periods presented. For 2002 and
2001, the net impact of the deconsolidation of these systems is a reduction of the Cable segment’s previously reported EBITDA of $333 million

and $571 million, respectively.
Year Ended December 31,

2002 2001 2000
(millions)

Depreciation of Property, Plant and Equipment :
AOL . $ 624 § 422 $344
Cable ) 1,206 893 —
Filmed Entertainment ............ ... .. i 79 89 —
Networks . ........ e e e e e e 172 159 —
MUSIC © o\ ittt e e 121 97 @ -
Publishing . ... ..o 97 70 —
COTPOTALE .o ettt e 28 20 —
Total depreciation ........ . c.oiiiiiiiiiiiiiiii i $2,327  $1,750 $344

@) Cable segment's results reflect the deconsolidation of the operating results of the Advance/Newhouse Systems for all periods presented. For 2002
and 2001, the net impact of the deconsolidation of these systems is a reduction of the Cable segment’s depreciation of $125 million and

$218 million, respectively.
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Year Ended December 31,
2002 2001 2000

(millions)

Amertization of Intangible Assets™ .
AL . e $161  $ 141 399
Cablet® L 7 2483 —
Filmed Entertainment ....... ... ... . i i 191 478 . —
NetWorKS . .o e 21 1,966 —
MUSIC . oot e 175 820 —
Publishing . ...t 177 935 —
L000) o103 1 {3 _— 363 =

Total amortization . ... ...t $732  $7,186  $99

2001 includes amortization relating to business combinations accounted for by the purchase method, substantially all of which arose in the
approximate $147 billion acquisition of Time Warner.

®) Cable segment’s results reflect the deconsolidation of the operating results of the Advance/Newhouse Systems for all periods presented. For 2002
and 2001, the net impact of the deconsohdanon of these systems is a reduction of the Cable segment’s amortization of $2 million and $40 million,
respectively.

Year Ended December 31,

2002(a) 2001 2000
(millions)

Operating Income (Loss)® .

AL L $(32,476) $2,351 $1,855
Cable™ .. (8,997)  (748) —
Filmed Entertainment. ................ ... ... i, 962 450 —
NEtWOTKS .ot 1,839 (328) —
MUSIC « oo e (1,313) (498) —
Publishing ........ .. i e 881 (96) —
oI POTaLE oottt e (380) . (677) (79)
Merger and restructuring costs . ........ .. i e (335) (250) (10)
Intersegment elimination ..........c.coviiin i (56) (86) - —

Total Operating Income (LOSS) .......vvvivivninennnnnn. $(39,875) § 118 §1,766

) Operating income (loss) in 2002 includes impairment write-downs related to goodwill and intangible assets of $33.489 billion for AOL,
$10.55 biltion for Cable and $1.499 billion for Music.

® As a result of Advance/Newhouse assuming responsibility for the day-to-day operations of the Advance/Newhouse Systems in 2002, the Cable
segment’s results reflect the deconsolidation of the operating results of the Advance/Newhouse Systems for all periods presented. For 2002 and
2001, the net impact of the deconsolidation of these systems is a reduction of the Cable segment’s previously reported operating income (loss) of
$206 million and $313 million, respectively.

As discussed in Note 2, when FAS 142 is initially applied, all goodwill recognized on the Company’s
consolidated balance sheet on that date is reviewed for impairment using the new guidance. Before performing
the review for impairment, the new guidance requires that all goodwill deemed to relate to the entity as a
whole be assigned to all of the Company’s reporting units (generally, the AOL Time Warner operating
segments), including the reporting units of the acquirer. This differs from the previous accounting rules, which
required goodwill to be assigned only to the businesses of the company acquired. As a result, a portion of the
goodwill generated in the Merger was reallocated to the AOL segment resulting in a change in segment assets.
During 2002, the Company recorded a $99.773 billion impairment charge for goodwill and other intangible
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assets. Following are AOL Time Warner’s assets by business segment, reflecting the reallocation of goodwill in
accordance with FAS 142 as of December 31, 2002:

Year Ended December 31,

2002 2001
(millions)
Assets
AOL e e e e e $ 7757 % 6,616
Cable . ... 37,732 72,087
Filmed Entertainment .. .. ... ..ottt i 16,401 18,623
NEtWOTKS . . vttt e e e e 31,907 51,696
MUSIC .« et R 6,080 18,341
Publishing . ... . 14,009 29,065
COTPOTALE v v ettt e 1,564 12,076
Total @SSetS . ..o v v $115,450  $208,504
Year Ended December 31,
2002 2001 2000
(millions)

Capital Expenditures and Product Development Costs
AOL $ 560 $ 805 $778
Cable® .. .. 1,813 1,813 —
Filmed Entertainment .. ......... oot 113 97 —
TN EWOTKS . oL 189 181 —
MUSIC e 180 166 —
Publishing . ................... ... ... R S 133 89 —
“COTPOTALE . ottt ettt e e e . 35 62 —

Total capital expenditures.and product development costs ....... $3,023  $3,213  $778

@ As a result of Advance/Newhouse assuming responsibility for the day-to-day operations of the Advance/Newhouse Systems in 2002, the Cable
segment’s results reflect the deconsolidation of the operating results of the Advance/Newhouse Systems for all periods presented. For 2002 and
2001 and the net impact of the deconsolidation of these systems is a reduction of the Cable segment’s capital expenditures and product

development costs of $206 million and $408 million, respectively.
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Because a substantial portion of international revenues is derived from the sale of U.S. copyrighted
products abroad, assets located outside the United States are not material. Information as to operations in
different geographical areas is as follows:

Years Ended
December 31,

2002 2001
(miltions)

Revenues™® _

United STatES .. oo vttt e $32,632  $31,608
United Kingdom . ... . i e e e 2,352 1,173
GeIMANY . . oo 1,260 388
JDAN e e T8 653
France ...... e . 728 394
Canada .......... .. e R 413 368
Other international. . ... ... . . e 2,798 2,382

Total TEVEMUES . ..ottt e e $40,961  $37,166

@) Revenues are attributed to countries based on location of customer. AOL Time Warner did not have significant consolidated foreign revenues
during 2000 since AOL’s foreign operations at the time were through investments accounted for using the equity method of accounting.

17. COMMITMENTS AND CONTINGENCIES

Commitments

AOL Time Warner's total rent expense amounted to $970 million in 2002, $1.013 billion in 2001 and
$413 million in 2000. The minimum net rental commitments under noncancellable long-term operating leases
totaled approximately $5.4 billion and, based on current outstanding agreements, will be paid: $720 million in
2003; $605 million in 2004; $531 million in 2005; $484 million in 2006; $447 million in 2007; and
$2.654 billion after 2007. Additionally, AOL Time Warner recognized sublease income of approximately
$34 million in 2002 and, as December 31, 2002, the Company had future sublease income commitments of

approximately $218 million.

AQCL Time Warner's firm commitments and contingent commitments under certain programming,
licensing, artists, athletes, franchise and other agreements aggregated approximately $27.9 billion at Decem-
ber 31, 2002, which are payable principally over a ten-year period. A summary of the Company’s firm
commitments, including net operating leases and outstanding debt, and contingent commitments is as follows:

2007
Firm Commitments and Outstanding Debt 2003 2004-2006 and thereafter Total
(millions) _
Programming and production deals ............. $2,756  § 6,463 $ 6,807 $16,026
TWE restructuring payment .. ................. 2,100 — ' — 2,100
Narrowband and broadband network providers ... 1,209 1,648 — 2,857
Net operating leases .............. ... ..., 720 1,620 3,101 5,441
QOther firm commitments ..................... 1,122 1,785 397 3,304
Total firm commitments .................. $7,907 = $11,516 $10,305 $29,728
Total principal outstanding on long-term debt 897 5,189 21,242 27,328
Total firm commitments and outstanding
debt ...... ... .. $8,804  $16,705 $31,547 $57,056
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Following is a description of the Company’s firmly committed contractual obligations at December 31,

2002:

» The Networks segment (HBO, Turner and The WB Network) enters into agreements with movie
studios to air movies they produce. In addition, the Cable segment enters into commitments to
purchase programming from cable network providers to provide service to its subscribers. The
commitments represent an estimate of future programming costs based on per subscriber rates
contained in contracts existing as of December 31, 2002 applied to the number of consolidated
subscribers on that date. Such amounts are subject to variability based on changes in the number of
future subscribers, the extension of existing contracts, and the entering into of new contracts. These
arrangements are collectively referred to as programming and production deals.

s As previously discussed, as part of the TWE restructuring, the Company is required to pay Comcast
$2.1 billion at the time of the closing of the restructuring. The table does not include the $1.5 billion in
AOL Time Warner stock to be issued to Comcast because it is not anticipated to impact the
Company’s liquidity or cash flows.

o AOL has minimum purchase commitments with various narrowband and broadband network providers
in order to provide service to its subscribers.

o Cperating lease obligations primarily relate to the minimum lease rental obligations for the Company’s
real estate and operating equipment in various locations around the world.

o Other firm commitments include obligations to music artists, actors, authors and sports personnel and
commitments to use certain printing facilities for the production of magazines and books. In addition,
other firm commitments includes a payment of $128 million made in January 2003 to acquire an
additional 11% interest in The WB Network.

Expiration of Commitments

Total 2607
Nature of Contingent Commitments Commitments 2003 2004-2006 and Thereafter
(millions)
Guarantees . ... $4,522 $383 $997 $3,142.
Letters of credit and other contmgent
COMMItMENtS. .. .ot in e 419 171 2 246
Total contingent commitments . .......... $4,941 $554 $999 $3,388

Following is a description of the Company’s contingent commitments at December 31, 2002:

» Guarantees include guarantees the Company has provided on certain lease and operating commitments
entered into by formerly owned entities and joint ventures in which AOL Time Warner was or is a
venture partner.

¢ The Cable segment provides letters of credit for several of its joint ventures. Should these joint
ventures default on their debts, AOL Time Warner would be obligated to cover these costs to the
- extent of the letters of credit. In addition, the Company provides for letters of credit and surety bonds
related to insurance premiums and the Cable segment provides for letters of credit and surety bonds

" that are required by certain local governments when cable is being installed.
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CONTINGENCIES

Securities Matters

As of March 25, 2003, 30 shareholder class action lawsuits have been filed naming as defendants the
Company, certain current and former executives of the Company and, in several instances, America Online,
Inc. (“America Online”). These lawsuits were filed in U.S. District Courts for the Southern District of New
York, the Eastern District of Virginia and the Eastern District of Texas. The complaints purport to be made
on behalf of certain shareholders of the Company and allege that the Company made material misrepresenta-
tions and/or oraissions of material fact in violation of Section 10(b) of the Securities Exchange Act of 1934
(the “Exchange Act”), Rule 10b-5 promulgated thereunder, and Section 20(a) of the Exchange Act.
Plaintiffs claim that the Company failed to disclose America Online’s declining advertising revenues and that
the Company and America Online inappropriately inflated advertising revenues in a series of transactions.
Certain of the lawsuits also allege that certain of the individual defendants and other insiders at the Company
improperly sold their personal holdings of AOL Time Warner stock, that the Company failed to disclose that
the Merger was not generating the synergies anticipated at the time of the announcement of the Merger and,
further, that the Company inappropriately delayed writing down more than $350 billion of goodwill. The
lawsuits seek an unspecified amount in compensatory damages. All of these lawsuits have been centralized in
the U.S. District Court for the Southern District of New York for coordinated or consolidated pretrial
proceedings (along with the federal derivative lawsuits and certain lawsuits brought under the Employee
Retirement Income Security Act (“ERISA™) described below) under the caption In re ACGL Time Warner
Inc. Securities and “ERISA” Litigation. The Minnesota State Board of Investment has been designated lead
plaintiff for the consolidated securities actions. The Company intends to defend against these lawsuits
vigorously. The Company is unable to predict the outcome of these suits or reasonably estimate a range of
possible loss.

As of March 25, 2003, eight shareholder derivative lawsuits are pending. Three were filed in New York
State Supreme Court for the County of New York, one in the U. S. District Court for the Southern District of
New York and four in the Court of Chancery of the State of Delaware for New Castle County. These suits
name certain current and former directors and officers of the Company as defendants, as well as the Company
as a nominal defendant. The complaints allege that defendants breached their fiduciary duties by causing the
Company to issue corporate statements that did not accurately represent that America Online had declining
advertising revenues, that the Merger was not generating the synergies anticipated at the time of the
announcement of the Merger, and that the Company inappropriately delayed writing down more than $50
billion of goodwill, thereby exposing the Company to potential liability for alleged violations of federal
securities laws. The lawsuits further allege that certain of the defendants improperly sold their personal
holdings of AOL Time Warner securities. The lawsuits request that (i) all proceeds from defendants’ sales of
AOL Time Warner common stock, (ii) all expenses incurred by the Company as a result of the defense of the
shareholder class actions discussed above and (iii) any improper salaries or payments, be returned to the
Company. The four lawsuits filed in the Court of Chancery for the State of Delaware for New Castle County
have been consolidated under the caption, In re AOL Time Warner Inc. Derivative Litigation. A consolidated
complaint was filed on March 7, 2003. On December 9, 2002, the Company moved to dismiss the three
lawsuits filed in New York State Supreme Court for the County of New York on forum non conveniens
grounds. Those motions to dismiss were heard on February 11, 2003 and the decision is pending. In addition
these three lawsuits have been consolidated under the caption, In re AOL Time Warner Inc. Derivative
Actions. The lawsuit filed in the U.S. District Court for the Southern District of New York has been
centralized for coordinated or consclidated pre-trial proceedings with the securities actions described above
and the ERISA lawsuits described below under the caption In re AOL Time Warner Inc. Securities and
“ERISA" Litigation. The parties to the federal action have agreed that all proceedings in that matter should
be stayed pending resolution of any motion to dismiss in the consolidated securities action described above.
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The Company intends to defend against these lawsuits vigorously. The Company is unable to predict the
outcome of these suits or reasonably estimate a range of possible loss.

As of March 25, 2003 three putative class action lawsuits have been filed alleging violations of ERISA in
the U.S. District Court for the Southern District of New York on behalf of current and former participants in
the AOL Time Warner Savings Plan, the ACL Time Warner Thrift Plan and/or the Time Warner Cable
Savings Plan (the “Plans”). Collectively, these lawsuits name as defendants the Company, certain current and
former directors and officers of the Company and members of the Administrative Committees of the Plans.
The lawsuits allege that the Company and other defendants breached certain fiduciary duties to plan
participants by, inter alia, continuing to offer AOL Time Warner stock as an investment under the Plans, and
by failing to disclose, among other things, that the Company was experiencing declining advertising revenues
and that the Company was inappropriately inflating advertising revenues through various transactions. The
complaints seek unspecified damages and unspecified equitable relief. The ERISA actions have been, or will
be, centralized for coordinated or consolidated pre-trial proceedings as part of the In re AOL Time Warner Inc.
Securities and “ERISA"" Litigation described above. The Company intends to defend against these lawsuits
vigorously. The Company is unable to predict the outcome of these cases or reasonably estimate a range of
possible loss.

On November 11, 2002, Staro Asset Management, LLC filed a putative class action complaint in the
U.S. District Court for the Southern District of New York on behalf of all purchasers between October 11,
2001 and July 18, 2002, of Reliant 2.0% Zero-Premium Exchangeable Subordinated Notes due 2029, for
alleged violations of the federal securities laws. Plaintiff is a purchasér of subordinated notes, the price of
which was purportedly tied to the market value of AOL Time Warner stock. Plaintiff alleges that the
Company made misstatements and/or omissions of material fact that artificially inflated the value of AOL
Time Warner stock and directly affected the price of the notes. Plaintiff seeks compensatory damages and/or
rescission. The Company has not yet responded to this complaint. The Company intends to defend against this
lawsuit vigorously. Due to the preliminary status of this matter, the Company is unable to predict the outcome
of this suit or reasonably estimate a range of possible loss.

On November 15, 2002, the California State Teachers’ Retirement System filed an amended consoli-
dated complaint in the U.S. District Court for the Central District of California on behalf of a putative class of
purchasers of stock in Homestore.com, Inc. (“Homestore”). The plaintiffs alleged that Homestore engaged in
a scheme to defraud its shareholders in violation of Section 10(b) of the Exchange Act. The Company and
two former employees of its AOL division were named as defendants in the amended consolidated complaint
because of their alleged participation in the scheme through certain advertising transactions entered into with
Homestore. Motions to dismiss filed by the Company and the two former employees were granted on March 7,
2003 and the case was dismissed with prejudice. The Company is unable to predict if an appeal will be taken
or the outcome of any such appeal.

Update or SEC and DOJ Investigations

The Company has previously disclosed that the SEC and the DOJ are conducting investigations into
accounting and disclosure practices of the Company. Those investigations have focused on transactions
involving the Company’s America Online unit that were entered into after July 1, 1999.

In its quarterly report on Form 10-Q for the quarter ended June 30, 2002 (filed August 14, 2002, the
“June 2002 Form 10-Q”), the Company disclosed that it had recently discovered information that provided a
basis to reexamine the accounting for three transactions totaling $49 million in advertising revenue at the
Company’s America Online unit. Each of those transactions was a multi-element transaction. A multi-
element transaction is one in which, at the same time or within a relatively short period of time, a third party
agreed to purchase advertising from America Online and America Online agreed to purchase goods or services
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from the third party, make an equity investment in the third party, settle a pre-existing dispute with the third
party, or exchange other consideration with the third party. :

The information discovered in August 2002 did not call into question whether the advertisements
purchased by the third party had in fact been run by America Online, nor did the information call into
question whether America Online had in fact received payment associated with the advertisements that were
run. Rather, in each case, the information discovered in August 2002 was specific evidence related to the
negotiating history of.the transaction that called into question whether each element of the multi-element
transaction was supported as a separate exchange of fair value. In accounting for such multi-element
transactions, it is the policy of the Company (consistent with generally accepted accounting principles) to
recognize revenue in the full amount of advertising purchased by the third party only to the extent that both
elements of the transaction (both the advertising purchase and the other element) are supportable as a
separate exchange of fair value.

After discovering such information, the Company commenced an internal review under the direction of
the Company’s Chief Financial Officer into advertising transactions at the America Online unit (“CFO
review”). As a result of the CFO review, the Company announced on October 23, 2002 that it intended to
adjust the accounting for certain transactions. The adjustment had an aggregate impact of reducing the
advertising and commerce revenues of the Company during the period from the third quarter of 2000 through
the second quarter of 2002 by $190 million. At that time, the Company announced that it did not then
anticipate that its CFO review would lead to any further restatement by the Company but disclosed that it
could not predict the outcome of the separate SEC and DOJ investigations. Since that announcement in
October 2002, there have been a number of developments relevant to these matters:

First, on January 28, 2003, the Company filed amendments to its Annual Report on Form 10-K/A for the
year ended December-31, 2001, its quarterly report on Form 10-Q for the quarter ended March 31, 2002 and
June 2002 Form 10-Q that included restated financial statements reflecting the adjustments announced on
October 23, 2002.

Second, the Company has continued its CFO review of advertising transactions at the Company’s
America Online unit. Based on that review, the Company has not, to date, determined to make any further
restatement.

Third, as part of the Company’s ongoing discussions with the SEC, the staff of the SEC recently
informed the Company that, based on information provided to the SEC by the Company, it was the
preliminary view of the SEC staff that the Company’s accounting for two related transactions between
America Online and Bertelsmann, A.G. should be adjusted. Pursuant to a March 2000 agreement between the
parties, Bertelsmann had the right at two separate times to put a portion of its interest in AOL Europe to the
Company (80% in January 2002 and the remaining 20% in July 2002) at a price established by the March
2000 agreemznt. The Company also had the right to exercise a call of Bertelsmann’s interests in AGL Europe
at a higher price. Pursuant to the March 2000 agreement, once Bertelsmann . exercised its put rights, the
Company had the option, at its discretion up to the day before the closing date, to pay the previously-
established put price to Bertelsmann either in cash or in Company stock or a combination thereof. In the event
the Company elected to use stock, the Company was required to deliver stock in a value equal to the amount
of the put price determined based on the average of the closing pncc for the 30 trading days ending 13 trading
days before the closing of the put transaction. - :

Prior to the end of March 2001, the Company and Bertelsmann began negotiations regarding
Bertelsmann’s desire to be paid for some or all of its interests in AOL Europe in cash, rather than in Company
stock. During the negotiations throughout 2001, the Company sought to persuade Bertelsmann that.a
contractual amendment guaranteeing Bertelsmann cash for its interests in ACL Europe had significant value
to Bertelsmann (in an estimated range of approximately $400-800 million), and that in exchange for agreeing
to such an amendment, the Company wanted Bertelsmann to extend and/or expand its relationship with the
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Company as a significant purchaser of advertising. Because, for business reasons, the Company intended to
settle in cash, the Company viewed it as essentially costless to forego the option to settle with Bertelsmann in
stock. By agreeing to settle in cash, the Company also made it more likely that Bertelsmann would exercise its
put rights, which were $1.5 billion less expensive than the Company’s call option.

In separate agreements executed in March and December of 2001, the Company agreed to settle the put
transactions under the March 2000 agreement in cash rather than in stock, without any change to the put price
previously established in the March 2000 agreement. Contemporaneously with the agreements to pay in cash,
Bertelsmann agreed to purchase additional advertising from the Company of $125 million and $275 million,
respectively. The amount of advertising purchased by Bertelsmann pursuant to these two transactions was
recognized by the Company as these advertisements were run (almost entirely at the America Online unit)
during the period from the first quarter of 2001 through the fourth quarter of 2002. Advertising revenues
recognized by the Company totaled $16.3 million, $65.5 million, $39.8 million and $0.5 million, respectively,
for the four quarters ending December 31, 2001, and $80.3 million, $84.4 million, $51.6 million and
$58.0 million, respectively, for the four quarters ending December 31, 2002. (The remaining approximately
$3.6 million is expected to be recognized by the Company during 2003.) These two Bertelsmann transactions
are collectively the largest multi-element advertising transactions entered into by. America Online during the
period under review.

Although the advertisements purchased by Bertelsmann in these transactions were in fact run, the SEC
staff has expressed to the Company its preliminary view that at least some portion of the revenue recognized
by the Company for that advertising should have been treated as a reduction in the purchase price paid by the
Company to Bertelsmann rather than as advertising revenue. The Company subsequently provided the SEC a
written explanation of the basis for the Company’s accounting for these transactions and the reasons why, to
date, both the Company and its auditors continue to believe that these transactions have been accounted for
correctly. The Company is engaged in ongoing discussions with the SEC staff on this matter.

The SEC staff has also informed the Company that it is continuing to investigate a range of other
transactions principally involving the America Online unit. The Company intends to continue its efforts to
cooperate with both the SEC and the DOJ investigations to resolve these matters. The Company may not
currently have access to all relevant information that may come to light in these investigations. It is not yet
possible to predict the outcome of these investigations, but it is possible that further restatement of the
Company’s financial statements may be necessary.

Other Matters

On January 22, 2002, Netscape Communications Corporation (“Netscape”), a wholly-owned subsidiary
of America Online, sued Microsoft Corporation (“Microsoft”) in the U. S. District Court for the District of
Columbia for antitrust violations under Sections 1 and 2 of the Sherman Act, as well as for other common law
violations. Among other things, the complaint alleges that Microsoft’s actions to maintain its monopoly in the
market for Intel-compatible PC operating systems worldwide injured Netscape, consumers and competition in
violation of Section 2 of the Sherman Act and continues to do so. The complaint also alleges that Microsoft’s
actions constitute illegal monopolization and attempted monopolization of a worldwide market for Web
browsers and that Microsoft has engaged in illegal practices by tying its Web browser, Internet Explorer, to
Micresoft’s operating system in various ways. The complaint seeks damages for the injuries inflicted upon
Netscape, including treble damages and attorneys’ fees, as well as injunctive relief to remedy the anti-
competitive behavior alleged. On June 17, 2002, the Judicial Panel on Multi-District Litigation transferred the
case to the District Court for the District of Maryland for all pretrial proceedings. Due to the preliminary
status of the matter, it is not possible for the Company at this time to provide a view on its probable outcome
or to provide a reasonable estimate as to the amount that might be recovered through this action.
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On May 24, 1999, two former AOL Community Leader volunteers filed Hallissey et al. v. America
Online, Inc. in the U.S. District Court for the Southern District of New York. This lawsuit was brought as a
collective action under the Fair Labor Standards Act (“FLSA”) and as a class action under New York state
law against America Online and ACGL Community, Inc. The plaintiffs allege that, in serving as Community
Leader volunteers, they were acting as employees rather than volunteers for purposes of the FLSA and New
York state law and are entitled to minimum wages. On December 8, 2000, defendants filed a motion to
dismiss on the ground that the plaintiffs were volunteers and not employees covered by the FLSA. The motion
to dismiss is pending. A related case was filed by several of the Hallissey plaintiffs in the U.S. District Court
for the Southern District of New York alleging violations of the retaliation provisions of the FLSA. This case
has been stayed pending the outcome of the Hallissey motion to dismiss. Three related class actions have been
filed in state courts in New Jersey, California and Ohio, alleging violations of the FLSA and/or the respective
state laws. These cases were removed to federal court. The New Jersey and Ohio cases have been transferred
to the District Court for the Southern District of New York for consolidated pretrial proceedings with
Hallissey. The California action has been remanded to California state court.

On January 17, 2002, Community Leader volunteers filed a class action lawsuit in the U.S. District Court
for the Southern District of New York against AOL Time Warner, America Online and ACL Community,
Inc. under ERISA. Plaintiffs allege that they are entitled to pension and/or welfare benefits and/or other
employee benefits subject to ERISA. This complaint was served on January 8, 2003. The Company is unable
to predict the outcome of these cases, but intends to defend against these lawsuits vigorously.

On June 24, 1997, plaintiffs in Six Flags Over Georgia LLC et al. v. Time Warner Entertainment
Company, L.P. et al, filed an amended complaint in the Superior Court of Gwinnett County, Georgia,
claiming that, inter alia, defendants, which include TWE, violated their fiduciary duties in operating the Six
Flags Over Georgia theme park. On December 18, 1998, following a trial, a jury returned a verdict in favor of
plaintiffs. The total awarded to plaintiffs was approximately $454 million in compensatory and punitive
damages. The case was appealed to the Georgia Court of Appeals, which affirmed the trial court’s judgment,
and denied reconsideration. The Supreme Court of Georgia denied certiorari on January 18, 2001. Gn
February 28, 2001, the compensatory damages portion of the award plus accrued interest was paid to plaintiffs.
On March 1, 2001, the United States Supreme Court granted a stay as to payment of the punitive damages
part of the jury’s original award, pending the resolution of a petition for certiorari to be filed by TWE, which
was filed on June 15, 2001. On October 1, 2001, the United States Supreme Court granted certiorari, vacated
the opinion of the Georgia Court of Appeals and remanded the case for further consideration as to punitive
damages. On March 29, 2002, the Georgia Court of Appeals affirmed and reinstated its earlier decision
regarding the punitive damage award. On April 18, 2002, TWE filed a petition for certiorari to the Georgia
Supreme Court seeking review of the decision of the Georgia Court of Appeals, which was denied on
September 16, 2002. The Georgia Supreme Court subsequently denied TWE’s motion for reconsideration of
its September 16th ruling. Plaintiffs have agreed not to pursue payment of the punitive damages award and
accrued interest until the resolution of TWE’s petition for writ of certiorari to the United States Supreme
Court, which TWE filed on December 23, 2002. The petition is pending.

On April 8, 2002, three former employees of certain subsidiaries of the Company filed Henry Spann et
al. v. AOL Time Warner Inc. et al., a purported class action, in the U. S. District Court for the Central District
of California. Plaintiffs have named as defendants the Company, TWE, WEA Corp., WEA Manufacturing
Inc., Warner Bros. Records, Atlantic Recording Corporation, various pension plans sponsored by the
companies and the administrative committees of those plans. Plaintiffs allege that defendants miscalculated
the proper amount of pension benefits owed to them and other class members as required under the plans in
violation of ERISA. The lawsuit has been transferred to the' U. S. District Court for the Southern District of
New York. Due to the preliminary status of this matter, the Company is unable to predict the outcome of this
suit. ‘ : ’
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An arbitration proceeding brought against America Online, Homestore.com, Inc. v. America Online, Inc.
in the District of Columbia, concerning an April 2000 distribution agreement between America Online and
Homestore, was settled on January 9, 2003 on terms that are not material to the Company’s financial
statements or results of operations.

The costs and other effects of pending or future litigation, governmental investigations, legal and
administrative cases and proceedings (whether civil or criminal), settlements, judgements and investigations,
claims and changes in those matters (including those matters described above), and developments or
assertions by or against the Company relating to intellectual property rights and intellectual property licenses,
could have a material adverse effect on the Company’s business, financial condition and operating results.

18. RELATED PARTY TRANSACTIONS

AOL Time Warner has transactions with certain unconsolidated investees accounted for under the equity
method of accounting, generally with respect to sales of products and services in the ordinary course of
business. Such transactions include networking and host fee arrangements by the AOL segment, the sale of
music product and manufacturing and distribution services by the Music segment, the licensing of broadcast
rights to film and television product by the Filmed Entertainment segment, and the licensing of rights to carry
cable television programming provided by the Networks segment. For the year ended December 31, 2002, the
accompanying statement of operations includes revenue and cost of revenue from the aforementioned
transactions of $300 million and $130 million, respectively. For the year ended December 31, 2001, revenue
and cost of revenue from the aforementioned transactions were $343 million and $211 million, respectively.

In addition, the Company, through TWE, has entered into various transactions with Comcast, a minority
owner of TWE, and its subsidiaries, primarily related to the sale of programming to Comcast cable systems by
the Networks segment. These transactions are executed on terms comparable to those of unrelated third
parties. For the years ended December 31, 2002 and 2001, the accompanying statement of operations includes
revenue from the aforementioned transactions of $378 million and $365 million, respectively. These amounts
reflect transactions with only those cable systems in which Comcast had an ownership interest during the
periods covered.

In addition to the above transactions in the normal course of business, in January 2003, the Company
acquired an additional 11% interest in The WB Network from certain executives of The WB Network for
$128 million.

19. ADDITIONAL FINANCIAL INFORMATION

Cash Flows

Additional financial information with respect to cash (payments) and receipts are as follows:

Year Ended December 31,

2002 2001 2000
{millions)

Cash payments made for interest................iviniin.... $(1,649) $(1,396) $(15)
Interest income received . ... ... 98 197 330
Cash interest income (expense), net.............vvinnannnron.. $(1,551) $(1,199) §315
Cash payments made for income taxes ...................... .o.0% (349) $ (388) $(14)
Income tax refunds received................. ... .. ... ..., ces 71 48 —
Cash taxes, MEt. .\ttt i i it e e $(278) § (340) $(14)
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Interest Expense, Net

Interest expense, net, consists of:
Year Ended December 31,

2002 2001 2000
(millions)
TNEErESt IMCOMIE . « o o vttt et ettt ettt $ 117 § 193 $330
Interest eXPense . ... oot e (1,900)  (1,546)  (55)
Total interest eXpense, NEL .. ....ovvtuivrreee e $(1,783) $(1,353) $275

Other Expense, Net

Other expense, net, consists of:
Year Ended December 31,

2002 20012 2000
(miflions)
Net investment losses™® . ... ... .. .. i $(2,082) $(2,551) $(177)
Losses ON equity INVEStees. . . ..o vttt i (349) (962) (36)
Gains related to the exchange of unconsolidated cable television
systems at TWE ... .. . e — 39 —
Losses on asset securitization programs ....................... (56). (70) —
Miscellaneous . . . ... e (11) (23) 5

Total other expense, Nt . ... v trriianaeennn $(2,498) $(3,567) $(208)

@ Includes a noncash pretax charge to reduce the carrying value of certain investments for other-than-temporary declines in value of approximately
$2.214 billion for the year ended December 31, 2002, and approximately $2.532 billion for the year ended December 31, 2001 (Note 7). For the
year ended December 31, 2000, amount includes a noncash pretax charge of approximately $535 million and a noncash pretax gain of
approximately $275 million.

Other Current Liabilities

Other current liabilities consist of:
December 31,

2002 2001
(millions)
ACCTUEd EXPENSES . . o\ttt $5,365  $5,474
Accrued COMPENSALION .« .« vttt et ettt e et 907 904
Accrued InCOME 1aXES . ...\t _ 16 65
Total other current liabilities .........c.o i, $6,388  $6,443
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REPORT OF MANAGEMENT

The accompanying consolidated financial statements have been prepared by management in conformity
with generally accepted accounting principles, and necessarily include some amounts that are based on
management’s best estimates and judgments.

AOQOL Time Warner Inc. maintains a system of internal accounting controls designed to provide
management, with reasonable assurance that assets are safeguarded against loss from unauthorized use or
disposition, and that transactions are executed in accordance with management’s authorization and recorded
properly. The concept of reasonable assurance is based on the recognition that the cost of a system of internal
corntrol should not eéxceed the benefits derived and that the evaluation of those factors requires estimates and
judgments by management. Further, because of inherent limitations in any system of internal accounting
control, errors or irregularities may occur and not be detected. Nevertheless, management believes that a high
level of internal control is maintained by AOL Time Warner Inc., through the selection and training of
qualified personnel, the establishment and communication of accounting and business policies, and its internal
audit program. :

The Audit and Finance Committee of the Board of Directors, composed solely of directors who are not
employeés of AOL Time Warner, meets periodically with management and with AOL Time Warner’s internal
auditors and independent auditors t¢ review matters relating to the quality of financial reporting and internal
accounting control, and the nature, extent and results of their audits. AOL Time Warner’s internal auditors
and independent auditors have free access to the Audit and Finance Committee.

Wayne H. Pace = James W. Barge
Executive Vice President and o Senior Vice President and
Chief Financial Officer ’  Controller
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REPORT OF INDEPENDENT AUDITORS

Thé Board of Directors
AOL Time Warner Inc,

We have audited the accompanying consolidated balance sheets of AOL Time Warner Inc. (“AOL Time
Warner”) as of December 31, 2002 and 2001, and the related consolidated statements of operations,
shareholders’ equity and cash flows for each of the three years in the period ended December 31, 2002. Gur
audits also included the financial statement schedule and supplementary information listed in the index at
Item 15(a). These financial statements, schedule and supplementary information are the responsibility of
AQL Time Warner’s management. Qur responsibility is to express an opinion on these financial statements,
schedule and supplementary information based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of AOL Time Warner at December 31, 2002 and 2001, and the consolidated
results of its operations and its cash flows for each of the three years in the period ended December 31, 2002,
in conformity with accounting principles generally accepted in the United States. Also, in our opinion, the
related financial statement schedule and supplementary information, when considered in relation to the basic
financial statements taken as a whole, present fairly in all material respects the information set forth therein.

As discussed in Note [ to the accompanying consolidated financial statements, in 2002 AOL Time
Warner changed its method of accounting for goodwill and intangible assets.

ERNST & YOUNG LLP

New York, New York
January 29, 2003
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AOL TIME WARNER INC.
SELECTED FINANCIAL INFORMATION

The selected financial information for each of the five years in the period ended December 31, 2002 set
forth below has been derived from and should be read in conjunction with the financial statements and other
financial information presented elsewhere herein. Capitalized terms are as defined and described in such
consolidated financial statements, or elsewhere herein. Certain reclassifications have been made to conform to
the 2002 presentation.

Because the Merger was not consummated until January 2001, the selected financial information for
years prior to 2001 reflect only the financial results of America Online, as predecessor to AOL Time Warner.
’ Years Ended December 31,

2002 2001 2000 1999 1998
(amounts in millions, except per share data)

Selected Operating Statement Information:

Revenues:

SUBSCHPHON .« .o\ o e e $ 18,959 $15657 $ 4777 $ 3,874 § 2,765

Advertising and commerce ............... 7,680 8,260 2,273 1,240 612

Contentand other ...................... 14,322 13,249 555 610 496
Total revenues ........ (PP 40,961 37,166 7,605 5,724 3,873
Operating income (loss)® ................... (39,875) 118 1,766 819 104
Interest income (expense), net ............... (1,783)  (1,353) 275 138 46
Other income (expense), net®™®© ... ... ... (2,498)  (3,567) (208) 677 (5)
Income (loss) before discontinued operations and

cumulative effect of accounting change....... (44,574)  (4,89%) 1,121 1,027 115

Net income (loss) @ ........................ (98,696)  (4,934) 1,121 1,027 115
Per share of common stock®:

Basic net income (loss) ................. $ (1001) $ (111 $ 048 $ 047 § 006

Diluted net income (loss) ................ $ (10.01) $ (1.11) $ 043 § 040 § 0.05
Average common shares: " '

Basic .........c 4,4549  4429.1 2,323.0 2,199.0 1,959.1

Diluted .......... ... . ... 4,4549  4,429.1 2,595.0 2,599.0 2,370.0

@ Includes a noncash chargf; of $45.538 billion to reduce the carrying value of goodwill and other intangible assets in 2002. Also includes merger-related

costs and restructurings of approximately $335 million in 2002, $250 million in 2001, $10 million in 2000, $123 million in 1999 and $50 million in 1998.
For 1998, includes $80 million of costs related to acquired in-process research and development and $18 million in legal settlements.

Includes noncash pretax charges to reduce the carrying value of certain investments that experienced other-than-temporary declines in market value
and to reflect market fluctuations in equity derivative instruments of approximately $2.214 billion in 2002, $2.532 billion in 2001, and $535 million in
2000 (Note 7).

Includes gains relating to the sale or exchange of certain other investments of $124 million in 2002, $275 million in 2000 and $678 million in 1999
(Note 7).

Includes a non-cash charge of $54.235 billion in 2002 related to the cumulative effect of an accounting change in connection with the adoption of
FAS 142 (Note 1).

Excludes a non-cash charge of $54.235 billion in 2002 related to the cumulative effect of an accounting change and income (losses) related to
discontinued operations of $113 million in 2002 and $(39) million in 2001.

)

(O}
(d)

(&)
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AOL TIME WARNER INC.
SELECTED FINANCIAL INFORMATION (Centinued)

As of December 31,

2002 2001 2000 1999
(millions)

Selected Balance Sheet Information:
Cash and equivalents ......................... $ 1,730 $ 719 $ 2610 $ 2,554
Total @assets . ... iiii e 115,450 208,504 10,778 10,396
Debt due withinone year...................:.. 155 . 48 : 2 13
Long-termdebt ....................... PR 27,354 22,792 1,411 1,581
Shareholders’ equity:

Equity applicable to common stock ......... 52,817 152,027 6,727 6,331

Total shareholders’ equity ................. 52,817 © 152,027 6,727 6,331

Total capitalization ................ ... 80,326 174,867 8,140 7,925
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AQOL TIME WARNER INC.
QUARTERLY FINANCIAL INFORMATICON
{unaudited)

The following table set forth the quarterly information for AOL Time Warner.

2002® ©)(D

Subscription revenues . ......... ... i i
Advertising and commerce ............. . o
Content andother ................... ... ...

Total TEVENUES . ... oot

Income (loss) before cumulative effect of accounting
change . ... ...

Operating income (108S) ...,
Netincome (1085) ...ttt

Basic income (loss) per common share before
cumulative effect of accounting change ...........

Diluted income (loss) per common share before
cumulative effect of accounting change ...........

Net income (loss) per share — basic ...............
Net income (loss) per share —diluted..............
Net cash provided by operating activities ............
Common stock —high ...........................
Common stock—low ....... ... ... ...
Zﬁﬂﬁ(b’(c”d)

Subscription revenues ........... . e
Advertising and commerce . ..............oeenn....
Content and other ........... ... iiviiiniann.

Total TEVENUES .. ...ttt
Operating income (loss) ......... ...,
Netloss.....ooovvivnnen .. e
Net loss per share — basic .............. ... .. ....
Net loss per share —diluted ......................
Net cash provided by operating activities ............
Common stock—high ...........................
Common stock —low . .......... .ot

See Notes on following page.
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Quarter Ended

March 31,

June 30,

September 30,

December 31,

(amounts in millions, except per share data)

$ 4,467 $ 4,747 $4,818
1,784 2,036 1,698
3,156 3,420 3,447
9,407 10,203 9,963
9) 396 57
1,057 1,520 1,315
(54,244) 396 57
— 0.09 0.01

— 0.09 0.01
(12.25) 0.09 0.01
(12.25)  0.09 0.01
1,759 2,169 1,997
32.92 23.96 14.80
22.10 12.75 8.70
$ 3,639 $ 3,839 $3,970
1,999 2,209 1,880
3,180 2,895 3,206
8,818 8,943 9,056
(223) 196 (47)
(1,369)  (737) (997)
(0.31)  (0.17) (0.22)
(0.31)  (0.17) (0.22)
973 1,290 1,967
57.10 58.51 53.30
31.50 33.46 27.40

§ 4927
2,162
4,299

11,388

(44,905)
(43,767)
(44,905)

(10.04)

(10.04)

(10.04)

(10.04)
1,107
17.89
10.26

$ 4,209
2,172
__ 3,968
10,349
192
(1,831)
(0.41)
(0.41)
1,051
39.21
29.39



AOL TIME WARNER INC,
QUARTERLY FINANCIAL INFORMATION (Continued)
(unaudited)

Notes to Quarterly Financial Information

(a)

(b)

(d)

AOL Time Warner’s net loss per common share in 2002 has been affected by certain significant transactions and other items
affecting comparability. These items consisted of (i) a noncash charge of $54.235 billion in the first quarter to reduce the carrying
value of goodwill upon adoption of FAS 142 (Note 1), (ii) a noncash pretax charge of $45.538 billion in the fourth quarter to
reduce the carrying value of goodwill and other intangible assets (Note 1), (iii) merger-related costs of $107 million in the first
quarter, $77 million in the third quarter, and $151 million in the fourth quarter relating to the Merger, thereby aggregating
$335 million for the year (Note 3), (iv) pretax gains on the sale of investments of $90 million in the second quarter and $34 million
in the fourth quarter, thereby aggregating $124 million for the year, (v) noncash pretax charges of approximately $581 million in the
first quarter, $364 million in the second quarter, $733 million in the third quarter and $536 million in the fourth quarter to reduce
the carrying value of certain publicly traded and privately held investments and restricted securities that experienced other-than-
temporary declines in market value and to reflect market fluctuations in equity derivative instruments (Note 7) and
(vi) discontinued operations net of tax of $(1) million in the first quarter, $2 million in the second quarter and $112 million in the
third quarter, thereby aggregating $113 million for the year, to reflect the results of the Advance/Newhouse Systems (Note 1).:

AOL Time Warner’s net loss per common share in 2001 has been affected by certain significant transactions and other items
affecting comparability. These items consisted of (i) merger-related costs of $71 million in the first quarter, $134 million in the
third quarter and $45 million in the fourth quarter relating to the Merger, thereby aggregating $250 million for the year (Note 3}
(ii) noncash pretax charges of approximately $620 million in the first quarter, $196 million in the third quarter and $1.716 billion in
the fourth quarter to reduce the carrying value of certain publicly traded and privately held investments and restricted securities that
experienced other-than-temporary declines in market value and to reflect market fluctuations in equity derivative instruments
(Note 7) and (iii) discontinued operations net of tax of $(10) million in the first quarter, $(3) million in the second quarter,
$(10) million in the third quarter and $(10) million in the fourth quarter, thereby aggregating $(39) million for the year, to reflect
the results of the Advance/Newhouse Systems (Note 1).

Per common share amounts for the quarters and full years have each been calculated separately. Accordingly, quarterly amounts
may not add to the annual amounts because of differences in the average common shares outstanding during each period and, with
regard to diluted per common share amounts only, because of the inclusion of the effect of potentially dilutive securities only in the
periods in which such effect would have been dilutive.

The Company has adjusted consolidated quarterly revenues to properly reflect certain transactions between the Music segment and
the Filmed Entertainment segment as intercompany transactions that are eliminated in the Company’s consolidated results. In
2002, this resulted in a reduction of revenues of approximately $17 million in the first quarter, $31 million in the second quarter,
$20 million in the third quarter, and §36 million in the fourth quarter, thereby aggregating $104 million for the year. In 2001,
approximately $12 million was adjusted in the first quarter, $10 million in the second quarter, $12 million in the third quarter and
$24 million in the fourth quarter, aggregating $58 million for the year.
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